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MERCANTILE BANKSHARES CORPORATION

We are a family of comimunity banks serving Marpland, Vivginia and Delaware.
Each bank operates with its own name, management, board of divectors and historic ties to its community.

Headguarters, since 1970:
Tivo Hopkins Plaza
Baltiinove, Maryland 21201

Organized in 1969 to combine the benefits
of community banking with the resources ¢f
a regional organization, Mercantile Bankshares
continues to build on is traditional strengths.
Local

™ A

Each bank is cedicated to its own market and

Perspective

responds direetly to its customers’ banking needs.
Customer-related decisions are made at the local
fevel by employees who know their customers
and understand the local business environment.

Value-Added, Relationship Sexvice
Relationships are based on services wailored to
the particular needs of the customer and are nur-
tured through all phases of the cconomic cycle.

Community Commitrment

Each member bank works to support its com-
munity, contributing dollars and volunteering
skills to the cvic and charitable organizations
that make the community a better place to live
and work.

Combined Resources

Backed by the Corporation’s outstanding financial
strength, Mercantile Bankshares members benefit
from the resources of a larger orgzanization.

They are able to offer their customers specialized
wealth management and cominercial banking
services provided by the largest athliate,
Mercantile-Safe Deposit and Trust Company; an
array of electronic information and account

management services; and the convenience of a
large network of sanking offices.




Consolidated Financial Highlights

Increase

(Dollars in thousands, except per share data) 2002 2001 (Decrease)
FOR THE YEAR
Net interest inCOMe .......co.ooevvenneeann... $ 441,804 $ 418241 5.6%
Netincome......ooooviiiiiiiiiiiiiiineen.. 190,238 181,295 49
Cash dividends paid .................oo L 81,909 77,597 5.6
Basic net income pershare ................... 2.74 2.57 6.6
Diluted net income per share................. 2.72 2.55 6.7
Dividends paid per common share............ 1.18 1.10 7.3
Average loans ..............o oo 7,088,844 6,332,856 37
Average investment securities................. 2,367,414 1,816,039 30.4
AVerage assels ...ttt 10,123,457 9,227,202 9.7
Average deposits ...l 7,632,410 7,048,670 83
Average shareholders’ equity .................. 1,257,967 1,197,058 5.1
AT YEAR END
Loans, net. . ..o § 7,173,426 $ 6,764,783 6.0%
Investment SecUrities ...........oovevnerennn.. 2,564,583 2,340,963 9.6
ASSES .ot 10,790,376 9,928,786 8.7
Deposits .o 8,260,940 7,447,372 10.9
Shareholders’ equity ..o 1,324,358 1,230,206 7.7
Book value per common share ............... 19.24 17.63 9.1
Market value per common share.............. 38.59 43.04 (10.3)
RATICS
Return on average assets ..................... 1.88% 1.96%
Return on average shareholders’ equity ....... 15.12 15.15
Average shareholders’ equity/average assets. . ... 12.43 12.97
STATISTICS
Banking offices............. ..o 185 188 (3)
Employees ..................... i 2,885 2,949 (64)
Shareholders ................... .. ... L. 9,177 8,817 360
Weighted average common

shares outstanding .. ............ .. ... 69,545,591 70,573,594 (1,028,003)
Common shares outstanding.................. 68,836,092 69,775,710 (939,618)
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To Our Shareholders

For the 27th consecutive year, Mercantile Bankshares Corporation reported an increase in con-
solidated net income. Despite challenges posed by historically low interest rates and a sluggish
economy, total consolidated net income for 2002 increased 4.9% to $190,238,000, compared
to $181,295,000 in 2001. Diluted net income per share was $2.72, a 6.7% increase over the
$2.55 per share in 2001. As a result of newly adopted rules under Generally Accepted
Accounting Principles, amortization of goodwill was discontinued in 2002. Had the same
rules been in effect in 2001, net income would have been $.12 per share higher in 2001.The

adjusted weighted average common shares outstanding were 70,067,000 for 2002 and

71,199,000 for 2001.

Our history of profitability and capital strength has
allowed us to increase total cash dividends paid per share
for 26 consecutive years. In June 2002, the cash dividend
was increased to §.30 per share for the quarter. Total cash
dividends paid per share in 2002 were $1.18,2 7.3%
increase over 2001. The compound growth rate of per
share dividends paid to shareholders over the last 10 years
is 11.8%.

In 2002, return on average assets, a key measure of
profitability, was 1.88%. Although this was down from
1.96% in 2001, it continued to place us in the top ter of
U.S. banks. The return on average equity, which is affected
by our large equity base, decreased to 15.12% in 2002
from 15.15% in 2001. Adjusting 2001 net income for
goodwill amortization, return on average assets and return
on average equity for the prior year would have been
2.06% and 15.89%, respectively.

Management has been pursuing a strategy to enhance
shareholder value by using capital to finance growth, both
internal and external, and when capital is not needed for
that purpose, returning it to shareholders in dividends and
repurchasing shares. During 2002, we repurchased
1,384,200 shares of common stock under the share buy-
back program.

Average shareholders’ equity increased 5.1% to $1.258
billion for 2002. The ratio of average equity to average
assets, a measure of capital strength, was 12.43% for 2002.

Although this ratio is lower than the 12.97% for 2001, it
remains among the strongest of the nation’s largest bank-
ing organizations. At December 31, 2002, total sharehold-
ers’ equity was $1.324 billion, compared to $1.230 billion
at the end of 2001, a 7.6% increase. The positive effect of
net income was largely offset by dividends paid and shares
repurchased.

The market price of Mercantile Bankshares Corpora-
tion common stock was $38.59 at December 31, 2002.
This equates to approximately $2.7 billion in market
capitalization.

At December 31, 2002, total assets at Mercantile
Bankshares Corporation were $10.790 billion, compared
to $9.929 billion at December 31, 2001. On a daily aver-
age basis, total assets rose 9.7% to $10.123 billion. Average
total loans rose 3.7% to $7.089 billion, while average total
Investment securities increased 30.4% to $2.367 billion.
Loans were 73.6% and 77.7% of earning assets for 2002
and 2001, respectively; and investment securities were
24.6% and 20.7% of earning assets for 2002 and 2001,
respectively. This shift in earning assets reflects the lower
demand for loans experienced during 2002.

The ratios of loan types to total loans remained much
the same as in previous years. Average commercial loans,
which increased 7.7%, were 61% of the average total loan
portfolio, up from 58% of the total in 2001. Average con-
struction loans decreased 7.9% and were 10% of the total,
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down from 12% in 2001. Average residential real estate
loans, which increased 1.2%, remained 15% of average
total loans. Growth was flat for average consumer loans,
which were 14% of the total, down from 15% in 2001.

Credit quality at Mercantile Bankshares remains high.
At December 31, 2002, total nonperforming assets, which
include nonperforming loans and other real estate owned,
were $33,503,000, slightly higher than the $33,100,000 at
prior year end. Nonperforming assets as a percent of peri-
od-end loans and other real estate owned were .46% at
year-end 2002, compared to .48% in 2001.

The allowance for loan losses at December 31, 2002,
was $138,601,000 versus $141,463,000 in the prior year.
The allowance for loan losses as a percent of total
period-end loans was 1.90% at year-end 2002 and 2.05%
at year-end 2001. Provisions made for loan losses totaled
$16,378,000 in 2002 and $13,434,000 in 2001. Loans
charged off, net of recoveries, totaled $19,240,000 for
2002, compared to net charge-offs of $10,583,000 for
2001. The higher net charge-offs in 2002 were mainly
the result of actions taken to address credit quality issues,
particularly in the leasing business, which has been
discontinued.

Average total deposits for the year ended December 31,
2002, were $7.632 billion, an 8.3% increase over 2001.
The ratio of average demand deposits to average total
deposits increased from 23% in 2001 to 24% in 2002. The
combination of savings, checking plus interest and money
market accounts increased from 35% to 39% of average
total deposits. Certificates of deposit were 37% of average
total deposits in 2002, compared to 42% the previous year.
The move to savings deposits, particularly money market
accounts, reflected customers’ shift to more conservative
investments given the market uncertainties.

Net interest income for 2002 increased 5.6% over 2001
to $441,804,000. This was due to an increase in average
earning assets of 9.6% to $9.635 billion, consisting mainly
of growth in investment securities. Partially offsetting the
benefit from the growth in average earning assets was a
decline in the net interest margin to 4.65%, from 4.83% at
year-end 2001. The net interest margin was affected
adversely by deposit growth that significantly exceeded
loan demand and a decline in the yield on the securities
portfolio, which reflected general market conditions and
the relatively short duration of the portfolio.

Total noninterest income declined 1.2% in 2002 to
$143,750,000. Included in noninterest income were gains
from the sale of investment securities of $846,000 in 2002
and $4,248,000 in 2001. Excluding these securities gains,
noninterest income would have increased 1.2%. The
largest component of noninterest income is revenues from
investment and wealth management, which is undergoing
a reorganization. Investment and wealth management
revenues decreased 1.3% compared to 2001. Mortgage
banking revenues decreased 21.0% to $9,945,000 due to
lower volumes in commercial mortgage loan originations
and the outsourcing of the retail origination business.
Service charges on deposit accounts increased 12.0%, or
$3,369,000, in 2002 and other income increased 5.8%, or
$1,826,000, partly due to earnings from our bank-owned
life insurance program initiated in 2002.

Total noninterest expense increased 3.3% in 2002 to
$272,608,000. Excluding goodwill amortization, noninter-
est expenses for 2002 increased 7.0% over 2001. Salary
and employee benefit expenses are the largest part of non-
interest expense and were $163,310,000, an increase of
7.2% over 2001. This increase was due mainly to the reor-
ganization of the investment and wealth management
business.

For the year ended December 31, 2002, Mercantile
Bankshares achieved an efficiency ratio of 46.2%. This
continues to place us near the top in a ranking of efficien-
cy ratios of the naton’s 50 largest banking organizations
conducted by a nationally recognized bank database ana-
lyst. The efficiency ratio for the prior year was 45.1%.

ON MARCH 13, 2603, Mercantile Bankshares Corporation
announced plans to acquire F&M Bancorp (F&M), a bank
holding company headquartered in Frederick, Maryland.
At December 31, 2002, F&M had $2.1 billion in assets,
$1.3 billion in loans and $1.6 billion in deposits. The
merger is subject to regulatory approval and is expected to
be completed by the end of this year. For more informa-
tion related to the transaction, please see Footnote No. 22
to the financial statements.

THE YEAR 2002 PRESEMTED MUMERCUS CHALLENGES. The economy
remained sluggish, and the Federal Reserve cut short-
term interest rates yet again in November. This was only
the most recent in a series of 12 cuts totaling 5.25%. The
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securities markets also remained persistently bearish. For
the first time in 60 years, the broad market has been down
for three consecutive years. These conditions, of course,
are attributable in part to continuing geopolitical uncer-
tainty and the looming prospect of military action in Iraq.

For reasons that I have discussed before, conditions
like those that prevailed in 2002 make it difficult for
Bankshares, in particular, to flourish. We are dependent on
lending, and net interest income, for the vast majority of
our revenues. A slow economy, combined with historically
low interest rates, affects the core of our business. We did
our best to offset this earnings drag by growing loans and
our portfolio of investment securities, but there were lim-
its to what we could do. We did take steps to mitigate
our vulnerability to low, or falling, rates and have been
engaged in an ongoing repositioning of our investment
securities portfolio,

Bearish securities markets do not help our other prin-
cipal business—investment and wealth management. Like
the commercial banking business, however, it performed
well under the circumstances, particularly as we continued
to restructure and rebuild the organization.

Our ability to deal with less than ideal conditions is
reflected in Bankshares having achieved its 27th consecu~
tive year of increased earnings and its 26th consecutive
year of increased dividends. We also avoided any serious
credit problems and addressed quickly those that did
emerge in the leasing portfolio—a business we have
abandoned. We maintained capital and reserves at their
customarily high levels.

For 2003 we have hopes for a more hospitable envi-
ronment. But even if our hopes are not rewarded, we
will continue to focus intently on our core business of
commercial banking. In this respect, we are very pleased
to announce an agreement to acquire F&M.There 1s a
strong geographic fit and the acquisition should create real
opportunities to generate growth.

In investment and wealth management we have added
capacity, not only organically but also by forging alliances
and making acquisitions. Recently, we announced the
acquusitions of Boyd Watterson Asset Management LLC
and Peremel & Company. Boyd Watterson brings to us very
strong asset management capability, particularly in fixed
income but in equities as well, and a client focus that is

similar to ours. Peremel, a well-established Baltimore-
based firm, allows us to provide clients with brokerage
services and, hopetully, to provide Peremel’s clients with
the broader range of services we offer.

Building the investment and wealth management busi-
ness 1s a key initiative for us. We are not only capitalizing
on a strong Mercantile legacy in the business, but also
building for the future by seeking growth and trying to
strike a better balance between our interest and noninter-
est income. If we succeed, I believe we will be rewarded
with a more highly valued stock.

On February 25, 2003, we announced that H. Furlong
Baldwin had retired as Chairman and as a director effec-
tive March 1. We all owe him an enormous debt of grati-
tude for the extraordinary contributions he made to
Mercantile, and to all of the communities we serve, dur-
ing his decades of service. He will be missed, but never
forgotten.

In 2003 we will all do our best to continue to build on
the great traditions that we have been fortunate to inherit
and to make Mercantile an even better firm for the future.

Nt /u?

Edward J. Kelly III, Chairman
March 14,2003
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Review of Services

Mercantile Bankshares Corporation, along with its consolidated subsidiaries, (Bankshares) is a

regional multibank holding company with headquarters in Baltimore, Maryland. With $10.79

billion in assets for the year ended December 31, 2002, Bankshares is comprised of

Mercantile-Safe Deposit and Trust Company (MSD&T), 19 community banks and a mort-

gage banking company. Sixteen banks are located in Maryland, three are in Virginia and one

is in southern Delaware. Bankshares’ largest bank, MSD&T, represents approximately 40% of

total assets and operates 22 offices in Maryland and one commercial office in Pennsylvania.

Nearly all of Bankshares’ substantial trust operations and
more specialized corporate banking services are provided
by MSD&T.

Bankshares places particular emphasis on long-term
customer relationships by providing value-added services
through its extensive affiliate bank network. Each commu-
nity bank has its own name, management team and board
of directors. Perhaps most importantly, each bank has
strong historical ties to the families and businesses in the
community it serves. Through its association with Bank-
shares, each bank is able to provide its customers with the
sophisticated banking services and financial resources of a
major banking organization.

CONSUMER BANKING SERVICES

Personal Banking

Each Bankshares banking affiliate offers numerous services
to meet the checking, savings, investment and credit needs
of the individuals in its community. Personal banking ser-
vices include Individual Retirement Accounts, certificates
of deposit and various checking and savings plans, includ-
ing an indexed money market account. The banks offer
home equity loans and lines of credit, as well as installment
loans, to meet a variety of borrowing needs.

The affiliate network provides customers with no-fee
access to 163 ATMs, and customers can perform many
routine transactions at any of the 185 affiliate banking
offices. For added convenience, substantially all Bankshares
afhliates provide customers with toll-free telephone access

to a centralized Customer Service Center and a voice-
response account information system. In May, Bankshares
introduced BANKING TWENTY-FOUR Online,® enabling
customers to access their personal accounts online to verify
account balances, track recent account activity and per-
form selected transactions. In October, online banking was
enhanced with bill payment capabilities.

Home Mortgages

Residential mortgages are provided through Mercantile
Mortgage LLC, a joint venture between Mercantile
Mortgage Corporation, a subsidiary of MSD&T, and Wells
Fargo Ventures LLC. A wide variety of competitively
priced fixed- and variable-rate products are available,
including jumbo loans. Residential mortgage loans also
are available through the affiliate banks.

COMMERCIAL BANKIMG SERVICES

Lending

General Commercial Lending

With their local knowledge and focus, our community
banks are well-suited to meet the traditional credit needs
of businesses in their market areas. Each bank works close-
ly with customers to extend credit for general business
purposes, such as working capital, plant expansion or equip-
ment purchases, and for financing industrial and commer-
cial real estate. Where appropriate, affiliate banks are adept
at employing government guarantee programs, such as
those available from the Small Business Administration.
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In addition to supplying credit to the businesses in its
own market area, MSD&T works in collaboration with
other affiliates when their customers’ credit needs exceed
the affiliate bank’s lending limit or when there is a more
specialized commercial banking need.

Applying its experience in delivering services through
community banks, Bankshares continues to offer an array
of banking services to independent banks. The primary
focus is to provide these independent banks with greater
lending capacity, enabling them to enhance the service
they provide to their local customers.

Specialized Lending

When local commercial customers do not qualify for
traditional financing, the Asset-Based Lending Group at
MSD&T can help them convert the value of their
accounts receivable, inventory and equipment into cash
for operations. MSD&T lenders also work with the affili-
ate banks to arrange more sophisticated financing in the
areas of acquisitions and management buyouts.

Real Estate Lending

The Real Estate Group at MSD&T provides land acquisi-
tion and development, construction and interim financing
to commercial real estate investors and developers.

Mercantile Mortgage Corporation makes loans for land
acquisition, development and construction of single and
multifamily housing.

Mercantile Mortgage also provides permanent financ-
ing for multifamily projects as one of the nation’s few
Fannie Mae Delegated Underwriting and Servicing
lenders. Permanent financing for multifamily projects and
long-term, nonrecourse financing for commercial real
estate are provided through Columbia National Real
Estate Finance LLC, a subsidiary of Mercantile Mortgage.
Columbia National is a Freddie Mac Program Plus Seller
Servicer. It has correspondent relationships with approxi-
mately 12 life insurance companies and services a loan
portfolio in excess of $5.2 billion.

Cash Management

Centered at MSD&T, Cash Management helps business
customers of all affiliate banks collect, transfer and invest
their cash. Nonprofit institutions such as unions, charities
and philanthropic organizations also find Cash Management
services useful.

Early this year, the affiliate banks began offering a
BANKING TWENTY-FOUR®™ Business Check Card, enabling
businesses to more conveniently make and monitor
business-related purchases and ATM transactions.

INVESTMENT AND WEALTH MANAGEMENT SERVICES

Bankshares offers investment and wealth management ser-
vices through MSD&T. Continuing to build on its neatly
140-year tradition, MSD&T provides premier investment
and wealth management services to private individuals,
family groups and institutions. During the past year, Bank-
shares has invested significantly in investment and wealth
management activities in order to grow the business and
bring the highest quality of professionalism and uncom-
promising service to its clients.

Today, Bankshares provides a range of wealth manage-
ment services from an open architecture platform that
includes proprietary investment management and access to
carefully selected outside managers. Clients are offered a
comprehensive approach to equity and bond investments
complemented by uniquely structured alternative invest-
ments. Bankshares’ proprietary investment platform
includes both separate account management and top-rated
mutual funds. Investment and wealth management services
are available throughout the affiliate network and through
two recently announced acquisitions: Cleveland-based
Boyd Watterson Asset Management LLC and Baltimore-
based Peremel & Company Inc. Boyd Watterson has an
extensive Midwest client base and is the largest indepen-
dent investment manager in Cleveland. Peremel functional-
ly complements Bankshares’ strategic investments and fills
an important niche by offering brokerage capabilities and
account services. Including these new acquisitions, Bank-
shares has $20 billion of discretionary assets under manage-
ment and $40 billion in assets under administration.
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Private Wealth Management

‘When managing a client’s assets as part of an investment
management or trustee relationship, Bankshares focuses on
consistent investment performance and an asset allocation
that is individually designed to meet each client’s risk/return
parameters and investment objectives. Professional investors,
working in partnership with our clients, provide access

to separately managed accounts, Mercantile Funds, nonpro-
prietary funds and a variety of alternative investments.
Clients have access to full-service brokerage capabilities
through Peremel & Company. MSD&T provides a wide
range of sophisticated fiduciary and client administrative
services, including trust administration, protection and
continuity of trust structures, estate settlement, estate advice
and planning, tax advice and planning, and charitable
giving programs. MSD&T also acts in a custodial capacity
for its clients, providing safekeeping of assets, transaction
execution, income collection, preparation of tax returns
and record keeping.

Family Office

Designed to service the unique needs of families with
substantial means, the MSD&T Family Office team works
with more than 50 families whose total assets exceed

$4 billion. The Family Office is comprised of leading pro-
tessionals including CFAs, CFPs and lawyers. The group
integrates the full range of services required to seamlessly
manage its clients’ complex, multigenerational financial
circumstances. Bankshares offers an innovative family
governance program in addition to the normal services
associated with Family Offices, such as investment man-
agement, trust structuring and administration, tax planning,
estate planning, closely held business planning, credit, and
charitable giving and administration. The team of special-
ists within Family Office also provides expert guidance in
sophisticated, nontraditional investment strategies, such as
private equity, real estate and hedge fund investing.

Private Banking

The Private Banking Group provides one point of contact
for its clients’ deposit and credit needs, ensuring that these
services are delivered within an overall asset management
plan. Private bankers can coordinate cash flows, arrange
investment of short- and long-term funds and structure
credit arrangements to meet short- to long-term plans.

Institutional Asset Management

Bankshares, through its affiliate banks and Boyd Watterson,
works to provide businesses and eleemosynary organiza-
tions with sophisticated investment management and
administrative services for their employee retirement plans,
profit sharing plans and endowments. Clients include state
and local government entities, unions, charitable organiza-
tions and military institutions. For example, Bankshares is
trustee for a group trust that focuses on commercial real
estate investments for Taft-Hartley pension plans. Bank-
shares can also help nonprofit organizations, such as chari-
table and philanthropic groups, with annual giving and
capital campaigns, pooled income funds, gift annuities and
charitable remainder trusts.

Risk Management and Reporting

MSD&T employs a disciplined investment process and
advanced technology to provide clients with high

quality risk management and comprehensive reporting.
Performance analytic tools employ sophisticated statistical
modeling to assess risk and adherence to investment
guidelines. Through a strategic alliance with Bloomberg,
we deliver daily performance analytics and reporting to
clients via the Web. Digital certificates installed on client
computers ensure the highest level of data security. The
Unitized Fund Accounting System (UFACS) enables
endowment and institutional clients to efficiently manage
multiple donor or restricted funds via the Internet.
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Management’s Discussion
and Analysis of Financial Condition and Results of Operations

I. PERFORMANCE SUMMARY

Mercantile Bankshares Corporation (Bankshares) recorded
a 4.9% increase in net income for 2002, representing

the 27th consecutive year of increased net income. Net
income for Bankshares was $190,238,000 for the year
ended December 31, 2002, compared to $181,295,000 and
$175,230,000 for the years ended December 31, 2001 and
2000, respectively. Basic net income per common share for
2002 was $2.74, compared to $2.57 reported for 2001, an
increase of 6.6%. Basic net income per share reported for
2000 was $2.53. Diluted net income per common share
increased 6.7% to $2.72 from the reported $2.55 in 2001.
The diluted net income per share in 2000 was $2.51.
Excluding goodwill amortization, net income would have
been $.12 per share higher and $.08 per share higher for
2001 and 2000, respectively.

Earnings results for 2001 include operations from the
March 1, 2001, acquisition by Mercantile Mortgage Corpo-
ration of Columbia National Real Estate Finance LLC
{Columbia), the former commercial financing subsidiary of
Columbia National Incorporated. In addition to significant-
ly enhancing Mercantile Mortgage Corporation’s commer-
cial mortgage origination capabilities, this acquisition added
a commercial real estate loan servicing portfolio of nearly
$5 billion, of which $1 billion was servicing owned.
Intangibles of $6,800,000 resulted from this acquisition.

Earnings results for 2001 also include a full year of
operations for Union Natonal Bancorp and The Bank of
Fruitland, which were affiliated on July 14, 2000, and
December 1, 2000, respectively, and were merged into
existing affiliates of Bankshares. The bank acquisitions were
accounted for as purchases, resulting in the recording of
intangible assets of $46,306,000 for Union National
Bancorp and $24,780,000 for The Bank of Fruitland.

Although declining slightly, 2002 proved to be another

MET INCOME

year of relatively solid performance, as indicated by the
standard industry measures of return on average assets
(ROA) and return on average shareholders’ equity (ROE).
The 2002 ROA was 1.88%, compared to 1.96% and 2.11%
for the years ended December 31, 2001 and 2000, respec-
tively. Bankshares’ 2002 ROE decreased to 15.12%,
compared to the 15.15% reported for 2001 and 16.62%
reported for 2000. Average assets increased by 9.7% to
$10,123,457,000, average deposits increased by 8.3% to
$7,632,410,000 and average loans increased by 3.7% to
$7,088,844,000 for the year ended December 31, 2002,
compared to the prior year.

Average shareholders’ equity to average assets remained
a very strong 12.43%, decreasing slightly from 12.97%
reported for 2001 and 12.70% for 2000. The growth rate
of average sharcholders’ equity for 2002 was 5.1%, which
included shares repurchased under Bankshares’ buyback
plan. The buyback plan retired 1,384,200 shares, 1,594,500
shares and 1,223,000 shares during the years ended
December 31, 2002, 2001 and 2000, respectively.

The remaining sections of Management’s Discussion
and Analysis of Financial Condition and Results of Opera-
tions will provide a more detailed explanation of the
important trends and material changes in components of
our financial statements. The discussion suggests that sus-
taining future earnings growth comparable to our experi-
ence in recent years will require, among other things,
efficient generation of loan growth in a competitive
market, while maintaining an adequate spread between
yields on earning assets and the cost of funds. Our degree
of success in meeting these goals depends on unpredictable
factors such as possible changes in prevailing interest rates,
the mix of deposits, credit quality and general economic
conditions. This discussion and analysis should be read in
conjunction with the consolidated financial statements and
other financial information presented in this report.

DILUTED EARMINGS PER SHARE
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0. ANALYSIS OF OPERATING RESULTS

Segment Reporting

Bankshares has identified three operating components for
which financial information is segregated for use in assess-
ing performance and allocating resources. These consist of
the group of 19 Community Banks and the lead bank,
Mercantile-Safe Deposit and Trust Company (MSD&T),
which consists of the Banking Division and the Investment
and Wealth Management (IWM) Division. Mortgage bank-
ing activities are not viewed as a separate business line and,
accordingly, are included in the MSD&T Banking Division.
A schedule disclosing the details of these operating segments
can be found in Footnote No. 15 to the financial state-
ments. Certain expense amounts, such as operations over-
head, have been reclassified from internal financial reporting
in order to provide for proper allocation of costs in the data
reported herein. For comparability with the current period
presentation, prior period amounts have been reclassified to
reflect the merger of The Sparks State Bank, previously
reported under Community Banks, into MSD&T.

Net income for the Community Banks for 2002 was
$119,642,000, compared to $98,486,000 and $91,310,000
for 2001 and 2000, respectively. Excluding goodwill amor-
tization expense, net income would have been $106,337,000
and $95,677,000 for 2001 and 2000, respectively. Net
income, adjusted for goodwill amortization expense,
increased 12.5% in 2002 and 11.1% in 2001. Net interest
mcome for the Community Banks was $297,882,000,
$278,421,000 and $256,990,000 for 2002, 2001 and 2000,
respectively. Net interest income increased 7.0% in 2002
and 8.3% 1n 2001. The growth in net interest income in
2002 was attributable to a 9.5% increase in average earning
assets, which offset a 12 basis point decline in the net
interest margin from 5.17% to 5.05%. Net interest income
increased in 2001 due to a 12.2% increase in average earn-

TOTAL ASSETS

ing assets which offset an 18 basis point decline in the net
mnterest margin.

MSD&T-Banking recorded net income of $64,092,000
in 2002, compared to $63,263,000 in 2001 and $67,796,000
in 2000. Net interest income for MSD&T-Banking
increased 3.9% in 2002 to $146,249,000 from $140,764,000
in 2001, The increase was due to a 9.7% increase in aver-
age earning assets, consisting mainly of growth in invest-
ment securities. Partially offsetting the benefit from the
growth in average earning assets was a decline in the net
interest margin to 3.81% from 4.04%. Net interest income
decreased 7.7% in 2001. Although average earning assets
grew 11.8%, it was not enough to offset the decline in the
net interest margin.

Net income for IWM was $12,077,000 in 2002, versus
$16,328,000 and $17,453,000 in 2001 and 2000, respec-
tively. Profit margins were 29.6%, 39.4% and 41.7% for
2002, 2001 and 2000, respectively. The decrease in net
income and the profit margin in 2002 reflects the ongoing
reorganization of the investment and wealth management
business, while the decrease in 2001 was driven by the
decline in the equity markets and its negative impact on
income from principal fees.

The reorganization of IWM began in 2002. The most
significant investment resulting from the [WM reorganiza-
tion will be in people. As the infrastructure for the wealth
management organization is developed, significant sums
are being invested in high quality, forward looking person-
nel. This investment began in 2002 and will continue
throughout 2003. Enhanced revenue streams through new
business development are not expected to be realized until
sometime in 2004. Management expects that [WM profit
margins will decline further before starting to rebuild
towards targeted profit margins of 32% to 35%.

Average assets for the Community Banks increased
10.5% to $6,252,720,000 in 2002. Increases of 17.9% and

INTEREST YIELDS AND RATES

(Dollars in millions) December 31,
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ANALYSIS OF INTEREST RATES AND INTEREST DIFFERENTIALS

The following table presents the distribution of the average consolidated balance sheets, interest income/expense and annualized yields

earned and rates paid.

2002 2001 2000
Average Income*/ Yield*/ Average Income*/ Yield*/ Average Income*/ Yield*/
(Dollars in thousands) Balance** Expense  Rate Balance**  Expense  Rate Balance**  Expense  Rate
Earning assets
Loans:
Commercial .................... $ 4,283,322 $278,995  6.51%  $3,978,335 $317,769  7.99%  $3,534,898 $323,108 9.14%
Construction ................... 733,237 44,667  6.09 795,931 63,3539  7.96 738,393 71,348 9.66
Residential real estate ........... 1,072,297 78,233  7.30 1,059,798 84,102  7.94 950,531 75,828 7.98
Consumer ..........coovennnn. 999,988 71,225  7.12 998,792 82,740  8.28 945,810 82,264 8.70
Total loans.................. 7,088,844 473,120  6.67 6,832,856 547,970  8.02 6,169,632 552,548 8.96
Federal funds sold, etal ........... 178,624 5,213 2.92 141,245 6,190  4.38 29,434 1,857 6.31
Securities:
Taxable securities
US. Treasury securities......... 1,478,387 67,531  4.57 1,366,245 73,653  5.39 1,537,888 86,266 5.61
U.S. Agency securities ......... 610,617 30,072 4.92 339,298 19,812  5.84 90,589 6,110 6.74
Other stocks and bonds ....... 239,611 13,493  5.63 70,137 5,249  7.48 40,579 3,240 7.98
Tax-exempt securities
States and polidcal subdivisions. . 38,799 3,135  8.08 40,359 3,298 8.17 25,170 2,080 8.26
Total securities.............. 2,367,414 114,231 4.83 1,816,039 102,012 5.62 1,694,226 97,696 5.77
Interest-bearing deposits
in other banks.................. 358 15 4.12 365 18 4.98 178 9 5.21
Total earning assets.......... 9,635,240 592,579  6.15 8,790,505 656,190  7.46 7,893,470 652,110 8.26
Cash and due from banks........... 227,034 215,852 219,219
Bank premises and equipment, net. . 101,660 102,993 98,552
Other assets ..o ovirvrvneniann.n.. 300,422 260,333 215,261
Less: allowance for loan losses....... (140,899) (142,481) (127,186)
Total assets. . ....ooovvern... $10,123,457 £9,227,202 $8,299,316
Interest-bearing liabilities
Deposits:
Savings ......oiiiiei i $ 966,283 8,405 .87 $ 853,911 12,899 1.51 $ 854,035 16,524 1.93
Checking plus interest .......... 873,497 2,908 .33 771,186 5,255 .68 718,669 7,500 1.04
Money market.................. 1,096,417 14,223 1.30 846,577 21,839  2.58 773,104 24,338 3.15
Certificates of deposit—
$100,000 and over............. 1,080,347 34,671 3.21 1,145,569 62,350 5.44 852,495 51,525 6.04
Other time deposits............. 1,759,160 62,362  3.54 1,812,589 97,360  5.37 1,559,973 82,561 5.29
Total interest-bearing deposits 5,775,704 122,569  2.12 5,429,832 199,703  3.68 4,758,276 182,448 3.83
Short-term borrowings ........... 845,938 11,259 1.33 744,907 25,120  3.37 860,241 48,711 5.66
Long-term debt .................. 279,471 10,754  3.85 117,823 6,702 5.69 87,679 5,951 6.79
Total interest-bearing funds .. 6,901,113 144,582  2.10 6,292,562 231,525  3.68 5,706,196 237,110 4.16
Noninterest-bearing deposits ....... 1,856,706 1,618,838 1,438,578
Other liabilities and accrued expenses 107,671 118,744 100,471
Total liabilities .............. 8,865,490 8,030,144 7,245,245
Shareholders’ equity................ 1,257,967 1,197,058 1,054,071
Total liabilities and
shareholders’ equity ....... $10,123,457 $9,227,202 $8,299,316
Net interest income ......... P $447,597 $424,665 $415,000
Net interest rate spread............. 4.05% 3.78% 4.10%
Effect of noninterest-bearing funds .. .60 1.05 1.16
Net interest margin on earring assets 4.65% 4.83% 5.26%
Taxable-equivalent adjustment
included in:
Loanincome ................... $ 4,822 $ 4,950 $ 4,606
Investment securities income. . .. 1,371 1,474 1,009
Total ... $ 6,193 $ 6,424 $ 5,615

* Presented on a tax-equivalent basis using the statutory federal corporate income tax rate of 35%.
** Average investment secutities are reported at amortized cost and exclude pretax unrealized gains (losses) on securities available-for-sale. Nonaccrual loans are included in

average loans.
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6.6% were recorded in the investment and loan portfolios,
respectively. Average assets for the Community Banks
increased 11.9% to $5,657,733,000 in 2001, compared to
2000. Average assets for MSD&T increased 10.5% to
$4,138,932,000 mainly as a result of growth in the invest-
ment portfolio in 2002. Average assets for MSD&T
increased 11.0% to $3,746,151,000 in 2001. Average
deposits for the Community Banks increased 10.3% to
$5,054,201,000 in 2002, while average deposits for MSD&T
increased 3.5% to $2,749,227,000. Average deposits
increased 12.0% for the Community Banks and 16.8% for
MSD&T in 2001.

At December 31, 2002, 60.0% of average total loans
were at the Community Banks, compared to 58.3% in
2001. Commercial loans, including commercial mortgages,
accounted for 51.5% of the Community Banks’ average
total loans, slightly higher than the 49.8% for 2001. These
loans increased 10.3% from the 2001 average. Residential
real estate and consumer loans accounted for approximately
the same portion of Community Bank loans in 2002 as in
2001, at 22.0% and 21.4%, respectively. Residential real
estate increased 2.2%, while consumer loans increased
1.9%, from 2001 levels. Construction loans, which were
5.1% and 4.9% of average total loans for 2002 and 2001,
respectively, increased 11.8%.

At the end of 2002, commercial loans, at 73.7%, was
the largest sector of average total MSD&T loans, up from
70.0% for 2001. MSD&T’s commercial loans, which
increased 5.0% over 2001, was the only loan category to
experience any growth. MSD&T’s construction loans
comprised 18.2% of MSD&T’s average total loans, down
from 21.1% for 2001. Residential real estate and consumer
loans were 4.9% and 3.2% of the average total loan portfo-
lio, respectively, which was relatively the same proportion
to total loans as in 2001.

The Community Banks provided 66.2% of the average
total deposit base of Bankshares, a slight increase from
2001 when 65.0% was provided at the Community Bank
level. The Community Banks generated 72.0% of average
noninterest-bearing deposits in 2002, an increase from
70.0% in 2001. For 2002, 64.3% of average interest-bearing
deposits were at the Community Banks, slightly higher
than the 63.5% for 2001.

Net Interest Income

Net interest income represents the largest source of
Bankshares’ revenue. It is affected by both changes in the
level of interest rates and changes in the amount and com-
position of interest-earning assets and interest-bearing
liabilities. Interest rate risk (see Interest Rate Risk Manage-
ment discussion beginning on page 24) represents one of
the more significant risks facing financial institutions like
Bankshares. It is measured in terms of the effect changes in
market interest rates have on net interest income. During
the year 2001, in response to a slowing economy, the

Federal Reserve took action to reduce short-term interest
rates by 475 basis points. The magnitude and time frame
for this action were unprecedented. The continued slow
economy prompted the Federal Reserve to reduce short-
term interest rates by 50 basis points in the fourth quarter
2002. Bankshares is asset sensitive, with assets repricing
more quickly than liabilities in response to changes in
interest rates. In a falling rate environment, Bankshares’ net
interest margin (net interest income expressed as a percent
of average earning assets) tends to compress, and growth in
net interest income tends to slow. Net interest income, on a
tully tax-equivalent basis, was $447,997,000 for 2002. This
represents an increase of 5.5%, or $23,332,000, over the
prior year’s $424,665,000. This compares favorably to the
performance in 2001 when fully tax-equivalent net interest
income increased by only $9,665,000, or 2.3%, over 2000.
As previously noted, net interest income is affected by
changes in the volume of earning assets and the net interest
margin earned thereon. The Rate/Volume Analysis on
page 12 presents further details supporting this discussion.

Average earning assets increased 9.6% in 2002, a slight
decrease from the 11.4% growth experienced in 2001.
Average total loans grew $255,988,000, or 3.7%, during
2002. Despite the slowing economy, loan growth was fairly
consistent throughout the year. While average total loans
grew by $663,224,000, or 10.7%, during 2001, substantially
all of the growth occurred during the first half of the year.
The 2001 growth rate also benefited from two acquisitions
consummated during the second half of 2000. Average
securities, the other major component of earnming assets,
increased by $551,375,000, or 30.4%, in 2002 compared to
an increase of $121,813,000, or 7.2%, in the prior year. The
overall growth in average earning assets added $37,690,000
to net interest income in 2002.

Offsetting the increase in net interest income from the
growth in average earning assets was an 18 basis point
decline in the net interest margin from 4.83% in 2001 to
4.65% in 2002. The decline in the net interest margin
reduced net interest income by $14,358,000.

‘While the net interest margin declined for the second
straight year, the net interest spread increased by 27 basis
points to 4.05% in 2002 from 3.78% in 2001. This left the
net interest rate spread only 5 basis points below the 4.10%
reported in 2000, the year prior to the Federal Reserve’s
actions to reduce short-term interest rates. The net interest
rate spread is the difference between the yield earned on
total earning assets and the rate paid on total interest-
bearing liabilities.

The average yield on earning assets declined 131 basis
points to 6.15% in 2002. In comparison, the average rate
paid on interest-bearing funds declined 158 basis points in
2002, from 3.68% in 2001.The average rate paid in 2000
was 4.16%. Approximately 22% of the funding of average
earning assets is derived from sources that are noninterest-
bearing.
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RATE/VOLUME ANALYSIS

A rate/volume analysis, which demonstrates changes in tax-equivalent interest income and expense for significant assets and
liabilities, appears below. The calculation of rate and volume variances is based on a procedure established for banks by the
Securities and Exchange Commission.

Year Ended December 31,

2002 vs. 2001 2001 vs. 2000
Due to variances in Due to variances in
(Dollars in thousands) Total Rates Volumes Total Rates Volumes
Interest earned on:
Loans:
Commercial (1)}...................... $(38,774)  $(63,135) $24,361 $ (5,339)  $(45,871)  $40,532
Construction (2) ..., (18,692) (13,701) (4,991) (7,989) (13,549) 5,560
Residential real estate ................ (5,869) (6,861) 992 8,274 (443) 8,717
ConsSUMEr .....oovvv i (11,515) (11,614) 99 476 (4,132) 4,608
Taxable securities (3).................... 12,382 (18,357} 30,739 3,098 (3,010) 6,108
Tax-exempt securities (3)................ (163) (36) (127) 1,218 (37) 1,255
Federal funds sold,etal ............. . ... 977 (2,615) 1,638 4,333 (2,721) 7,054
Interest-bearing deposits in
otherbanks.......................... (3) (3) - 9 (1) 10
Total interest income.............. (63,611)  (116,322) 52,711 4,080 (69,764) 73,844
Interest paid on:
Savings deposits. ...l (4,494) 6,191) 1,697 (3,625) (3,623) (2)
Checking plus interest deposits.......... (2,347) {3,044) 697 (2,245) (2,793) 548
Money market accounts. ................ (7,616) (14,061) 6,445 (2,499 (4,548) 2,049
Certificates of deposit—
$100,000 and over ................... (27,679) (24,129) (3,550) 10,825 (6,888) 17,713
Other time deposits .......covvevinin.n (34,998) (32,128) (2,870) 14,799 1,429 13,370
Short-term borrowings.................. (13,861) (17,268) 3,407 (23,591) (17,060) (6,531)
Long-termdebt......................... 4,052 (5,143) 9,195 751 (1,295) 2,046
Total interest expense ............. (86,943) (101,964) 15,021 (5,585) (34,778) 29,193
Net interest earned ................ooooa.. $ 23,332 $(14,358) $37,690 § 9,665 $(34,986)  $44,651

(1) Tax-equivalent adjustments of $3,624,000 for 2002, $4,083,000 for 2001 and §3,949,000 for 2000 are included in the calculation of commercial loan
rate variances.

(2) Tax-equivalent adjustments of $1,198,000 for 2002, §867,000 for 2001 and §657,000 for 2000 are included in the calculation of construction loan rate
variances.

(3) Tax-equivalent adjustments of $1,371,000 for 2002, §1,474,000 for 2001 and $1,009,000 for 2000 are included in the calculation of investment securities

rate variances.

NCNIRTEREST INCOQXE

A schedule of noninterest income over the past three years is presented below:

Year Ended December 31, % Change

(Dollars in thousands) 2002 2001 2000 2002/2001 2001/2000
Investment and wealth management......... § 68,435 $ 69,331 § 69,850 (1.3)% (7%
Service charges on deposit accounts......... 31,454 28,085 24,346 12.0 15.4
Mortgage banking related fees .............. 9,945 12,582 3,106 (21.0) 305.1
Investment securities gains and (losses) ...... 846 4,248 69 (80.1) -
Otherincome..............cooviiiiiiin. ... 33,070 31,244 28,170 5.8 10.9

Total ..oovvviii $143,750 $145,490 $125,541 (1.2)% 15.9%
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The net interest margin decreased 43 basis points in
2001 from the 5.26% reported in 2000. Bankshares’ lead
bank, MSD&T, has felt the greatest impact from the overall
decline in interest rates. MSD&T’s net interest margin
decreased 23 basis points, from 4.04% in 2001 to 3.81% in
2002. The Community Banks’ net interest margin decreased
12 basis points, from 5.17% in 2001 to 5.05% in 2002. Over
the two-year period ended December 31, 2002, MSD&T'’s
net interest margin declined 103 basis points as compared
to a decline of 30 basis points for the Community Banks.

The combination of Bankshares’ strong capital base and
noninterest-bearing deposits has consistently led to a lower
dependence on interest-bearing funds than that experienced
by its peer group, as reported in data furnished by our regu-
lators. The effect that Bankshares’ capital and noninterest-
bearing deposits have on the net interest margin changes
with the relative level of interest rates. During the past two
years, with interest rates falling, the benefit declined 45
basis points to 0.60% in 2002 following a benefit decline
of 11 basis points to 1.05% in 2001. Factoring in these
funds, the average cost of funding earning assets was 1.50%,
2.63% and 3.00% for the years 2002, 2001 and 2000,
respectively. For additional information regarding interest
rate sensitivity, see the discussion in the Interest Rate Risk
Management section beginning on page 24.

Interest Income

Fully taxable-equivalent interest income amounted to
$592,579,000 in 2002, a decrease of $63,611,000, or 9.7%
from $656,190,000 in 2001. The increase in 2001 over

SOURCES OF INCOME

2000 was a modest $4,080,000. Reflecting the decline in
market interest rates, the lower yield on earning assets
resulted in a $116,322,000 reduction in interest income.
This reduction was only partially offset by the $52,711,000
in additional interest income generated by the growth in
earning assets. During 2001, the $69,764,000 reduction in
interest income resulting from the lower yield on earning
assets was more than offset by the $73,844,000 increase
derived from the growth in earning assets.

At year-end 2002, the prime rate was 4.25%, compared
to 4.75% and 9.50% at year-end 2001 and 2000, respec-
tively. The prime rate averaged 4.72% for 2002, compared
to 6.91% for 2001, a decline of 219 basis points. The
yield on average total loans in 2002 was 6.67%, a 135 basis
point decline from 8.02% in 2001. In comparison, the
average prime rate was 233 basis points lower in 2001 than
the 9.24% average for 2000. The most interest rate sensi-
tive loan portfolios are the commercial portfolio, which
decreased 148 basis points in 2002, and the construction
portfolio, which declined 187 basis points from the prior
year.

The yield on investment securities, at 4.83% in 2002,
declined 79 basis points from 5.62% in 2001. The yield
on the portfolio decreased 15 basis points in 2001 from
5.77% in 2000. More than offsetting the negative impact
on interest income from reinvesting at lower yields has
been the increasing size of the portfolio. Additionally,
Bankshares is continuing a strategy begun in 2001 to
shift from U.S. Treasury to higher yielding U.S. Agency
securities.

USES OF INCOME
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Interest Expense

Total interest expense in 2002 was $144,582,000, a
decrease of $86,943,000 from $231,525,000 in 2001.The
decrease in interest expense for 2002 was attributable to a
decrease in the rate paid on total interest-bearing funds of
158 basis points, which was partially offset by a 9.7%
growth in average balances. Total interest expense in 2001
was $5,585,000 less than the $237,110,000 reported in
2000. '

The rate paid on average total interest-bearing deposits
was 2.12% in 2002, a decline of 156 basis points from
3.68% for the prior year. The rate paid on savings, check-
ing plus interest and money market accounts declined 64
basis points, 35 basis points and 128 basis points, respec-
tively. Certificates of deposit—§100,000 and over declined
223 basis points, while the rate paid on other time deposits
decreased 183 basis points in 2002.

The most interest rate sensitive source of funds is short-
term borrowings. This category is comprised of federal
funds purchased, securities sold under agreement to repur-
chase and commercial paper. The duration of these funds is
very short, with most repricing daily. Reflecting the rate
environment, the rate paid on short-term borrowings
declined 204 basis points to 1.33% in 2002, after having
decreased by 229 basis points in 2001 to 3.37%. The rate
paid on long-term debt declined 184 basis points in 2002,
following a decline of 110 basis points in the prior year.
The decline is primarily related to the $200 million of 10-
year debt issued by MSD&T in the fourth quarter 2001.
These notes, which were issued at a fixed rate of 5.70%,
were converted to a floating rate through an interest rate
swap. The notes reprice quarterly and carried an effective
cost of 2.75% during 2002.

Nomninterest Income
Total noninterest income was $143,750,000 in 2002. This
represents a decrease of $1,740,000, or 1.2%, from the 2001
level. Noninterest income for 2002 included gains of
$846,000 on the sale of equity securities held in the avail-
able-for-sale portfolio and gains of $456,000 on the sale of
bank-~owned buildings. Noninterest income for 2001
included gains of $4,248,000 on the sale of equity securities
held in the available-for-sale portfolio and gains of $801,000
on the sale of bank-owned buildings. Noninterest income,
excluding these nonrecurring items, was $142,448,000 for
2002, an increase of $2,007,000, or 1.4%, over the 2001
amount of $140,441,000. Growth in service charges on
deposit accounts and income from the purchase of bank-
owned life insurance accounted for the largest increases in
2002. Noninterest income for 2001 was $145,490,000, an
increase of $19,949,000, or 15.9%, above 2000. The increase
in 2001 noninterest income was due to growth in mort-
gage banking fees and service charges on deposit accounts.
Revenues from IWM, representing the largest source
of noninterest income at 48%, amounted to $68,435,000
for 2002, a decrease of 1.3%, or $896,000, from 2001.

Revenues of $69,331,000 for 2001 represented a decrease
of $519,000, or .7%, from 2000. A significant portion of
WM fee income is sensitive to asset valuations. Accord-
ingly, the decline in the equity markets in 2002 had a neg-
ative impact on IWM revenues. This decline is reflected in
the changes in several key indices such as the S&P 500
index, down 23.4%; the Dow Jones Industrial Average,
down 16.8%; and the Nasdaq, down 31.5%. At December
31, 2002, assets under administration by the WM Division
were $36.0 billion, a decrease of $2.6 billion from the
prior year. Bankshares had investment management respon-
sibility for $15.6 billion, up 6% from $14.7 billion at the
end of 2001. See the discussion under Segment Reporting
beginning on page 9 for additional information relating to
the IWM Drvision.

Service charges on deposit accounts increased 12.0%, or
$3,369,000, to $31,454,000. Service charges of $28,085,000
in 2001 represented an increase of $3,739,000, or 15.4%,
over 2000. The increase in service charges was largely
attributable to Bankshares’ commercial customer base. Many
commercial customers receive an earnings credit, tied to
short-term interest rates, that is applied to deposit balances.
Because the earnings credit decreased in 2002 and 2001,
commercial customers paid a larger portion of the service
charges on their accounts instead of increasing their bal-
ances on deposit.

Mortgage banking fees decreased $2,637,000, or 21.0%,
to $9,945,000 in 2002. During 2001, mortgage banking
fees were $12,582,000, an increase of $9,476,000, or
305.1%, from $3,106,000 in 2000. Loan origination fees
remained the largest category in 2002 at $5,141,000, down
from $7,580,000 in 2001. The decrease during 2002 was
due to lower volumes in commercial mortgage loan origi-
nations and the outsourcing of the retail origination busi-
ness. In April 2002, Mercantile Mortgage Corporation
entered into a joint venture with Wells Fargo Ventures LLC
(WEV) for the outsourcing of the retail mortgage origina-
tion business. Mercantile Mortgage, which owns a 49%
stake in the venture, transferred its originators and admin-
istrative support staff to the newly formed joint venture.
As the primary beneficiary and managing partner, WEV
1s responsible for consolidating the joint venture in its
financial statements. Bankshares is reporting its share of
the net profits as mortgage banking related fees. Although
Bankshares’ reported mortgage banking fees have decreased,
residential mortgage originations and the pre-tax contri-
bution have improved as a result of the joint venture. The
financial risk for Bankshares is the capital contributed to
the new entity, Mercantile Mortgage LLC, which was
minimal. Either party may terminate the joint venture on
60 days notice. The second largest category of mortgage
banking related fees, loan servicing fees, increased $74,000
in 2002 to $3,545,000. In 2001, almost 80% of the total
loan origination fees were commercial origination fees,
reflecting the strong impact of Columbia. Loan servicing
fees increased $2,036,000 in 2001 to $3,471,000.
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NONINTEREST EXPENSES

A schedule of noninterest expenses over the past three years is presented below:

Year Ended December 31, % Change
(Dollars in thousands) 2002 2001 2000 200272001 200172000
Salaries. ... $131,139 $123,230 $114,077 6.4% 8.0%
Employee benefits...................... L. 32,171 29,175 25,292 10.3 15.4
Stock-based compensation expense ......... 1,690 {119 2,273 - (105.2)
Net occupancy expense of bank premises . .. 15,904 14,440 12,019 10.1 20.1
Furniture and equipment expenses.......... 24,464 24,008 22,588 1.9 6.3
Communications and supplies .............. 13,375 13,086 12,212 2.2 7.2
Other expenses. ...........ccoovviiiiia. 53,865 51,067 49,831 5.5 2.5
Noninterest expenses before amortization
of goodwill........ ... .l 272,608 254,887 238,292 7.0 7.0
Amortization of goodwill .............. ... - 9,072 5,213 {100.0) 74.0
Total ..o $272,608 $263,959 $243,505 3.3% 8.4%

Columbia again accounted for the largest component of
the increase in 2001 at $2,027,000.

Other noninterest income in 2002 included earnings of
$869,000 from the bank-owned life insurance program
initiated through two $25,000,000 investments in July and
August of 2002. Other noninterest income included
increases for letters of credit fees, merchant card fees, debit
card fees and other loan fees totaling $2,793,000 over 2001
levels. Letters of credit fees increased 30.8%, or $680,000;
merchant card fees increased 4.0%, or $312,000; and debit
card fees increased 20.9%, or $801,000, in 2002. For 2002,
other loan fees increased 104.8%, or $1,000,000. In 2001,
there were increases in other fee items totaling $1,640,000
over 2000 levels. These included increases in merchant card
fees of 6.8%, or $498,000; debit card fees of 28.4%, or
$851,000; and foreign ATM surcharge fees of 15.8%, or
$291,000. These increases in other fees were partially offset
by an increase of 104.6%, or $1,102,000, in the amount of
write-downs of investments in third-party private equity
funds during 2002. Write-downs of these funds (net of
reported operating earnings) totaled $2,167,000 in 2002,
$1,063,000 in 2001 and $807,000 in 2000. At December
31, 2002, Bankshares had committed $26,000,000 to these
investments, of which $10,757,000 had been advanced.

Noninterest Expenses
Total nonminterest expenses in 2002 were $272,608,000, rep-
resenting an increase of $8,649,000, or 3.3%, over the prior
year level of $263,959,000. After excluding the amortization
of goodwill in 2001, total noninterest expenses increased
$17,721,000, or 7.0%, over the 2001 total of $254,887,000.
The largest expense increases in 2002 were in salaries,
employee benefits and stock-based compensation expense.
Management remains vigilant in its efforts to control
costs and maintain operational efficiency. A key measure
that is closely monitored is Bankshares’ overall efficiency
ratio. It is computed by dividing noninterest expenses,
excluding amortization expense for goodwill, by the sum

of net interest income on a tax-equivalent basis and nonin-
terest income. For this calculation, significant nonrecurring
income and expenses, such as securities gains and losses, are
also excluded. Bankshares’ efficiency ratio was 46.17%,
45.10% and 43.87% for the years ended December 31,
2002, 2001 and 2000, respectively. A ratio of 50.0% or less
is regarded as outstanding within the industry.

Salaries, employee benefits and stock-based compensation
expense totaled $165,000,000 in 2002, $12,714,000, or
8.3%, over the $152,286,000 expense level for 2001. The
combined salaries, employee benefits and stock-based com-
pensation expenses for 2001 increased $10,644,000, or
7.5%, over the $141,642,000 reported for 2000. Bankshares’
staffing level on a full-time equivalent basis was 2,885 at
December 31, 2002, a decrease from 2,949 at December
31, 2001. Full-time equivalent employment was 2,979 at
December 31, 2000. In 2002, overall staffing was reduced
by 64 employees. This reduction is primarily attributable to
efficiencies gained as a result of entering into the joint ven-
ture with WFV and the IWM reorganization. In 2001, 27
additional employees were added through the acquisition of
Columbia, while staffing throughout the rest of the organi-
zation was reduced by 57 employees.

Included in salaries are incentive compensation expense
and severance costs. Incentive compensation expense in
2002 increased $2,489,000, or 61.0%, to $6,570,000 pri-
marily due to the attainment of performance-based objec-
tives. Incentive compensation expense was $4,081,000 and
$4,496,000 in 2001 and 2000, respectively. Severance costs
totaled $1,700,000 in 2002 and were mostly associated
with the TWM reorganization.

Employee benefits expense increased by $2,996,000, or
10.3%, during 2002. This increase from the prior year is
attributable to increased pension and health insurance
expense. Bankshares” qualified pension expense nearly
doubled during 2002 to $2,627,000 mainly due to lower
returns on plan assets. Based on actuarial estimates,
Bankshares expects this expense to nearly double again in
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BOND INVESTRENT PORTFOLIO

The following summary shows the maturity distribution and average tax-equivalent yields for the bond investment portfolio

at December 31, 2002,
Within 1 1-5 5-10 After 10
(Dollars in thousands) Year Years Years Years Total
Securities available for sale (1)
U.S. Treasury and other
U.S. Government agencies
Fairvalue........... ... i $637,294 $1,486,332 $ 25,781 $ 110 $2,149,517
Yield ..o 4.96% 4.14% 5.15% 7.54% 4.41%
States and political subdivisions
Fairvalue................ ... $ 103 $ - $ 474 $ -~ $ 577
Yield ..o 6.60% =% 8.89% ~% 8.47%
Mortgage-backed securities (2)
Fairvalue...........ooooiiiiii $ 308 $ 155,106 $192,755 $ 154 $ 348,323
Yield ..o 7.40% 5.23% 4.94% 7.23% 5.07%
Other bonds, notes and debentures
Fairvalue........... ... . i $ 1,534 $ 1,077 $ - $ - $ 2,611
Yield oo 7.43% 7.45% ~% ~% 7.44%
Total securities available-for-sale
Fairvalue................. ..o $639,239 $1,642,515 $219,010 $ 264 $2,501,028
Yield oo 4.97% 4.25% 4.97% 7.36% 4.51%
Securities held-to-maturity
States and political subdivisions
Amortized cost....... ... $ 3,568 $ 16,103 $ 10,918 $7,710 $ 38,299
Yield ... 7.03% 7.14% 7.58% 7.84% 7.40%

(1) Investment securities available-for-sale are presented at estimated fair value, Yields on such securities are based on amortized cost.
(2) Maturities are reflected based on projected maturities at time of purchase. Actual maturities are expected to be significantly shorter as
a result of loan repayments in the underlying mortgage pools.
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2003. In 2001, qualified pension plan expenses increased
$911,000, or 175.2%, over 2000. Health insurance costs
increased $1,375,000, or 15.3%, in 2002 and $1,495,000,
or 20.0%, in 2001, a function of Bankshares absorbing a
larger portion of this employee benefit cost in both years.

The increase in stock-based compensation expense
reflects a shift toward a larger equity component in overall
compensation. Given this shift, and the attention this issue
has attracted, it is noteworthy that since 1995 Mercantile
has expensed the cost of stock options (under the Bank-
shares Omnibus Stock Plan) when granted in accordance
with the fair value provisions of Statement of Financial
Accounting Standards (SFAS) No. 123. In addition to the
stock option component, stock-based compensation
expense also includes the cost of restricted shares and the
deferred compensation plan for directors, which fluctuates
with the value of Bankshares’ stock. In 2002, stock-based
compensation expense increased by $1,809,000 primarily
due to higher expenses for stock options and to restricted
stock awards. Stock option expense was $1,189,000 in
2002 compared to $482,000 in 2001 and $1,022,000 in
2000. The increase in 2002 was due to the partial attain-
ment of performance-based objectives while the 2001
expense level decreased due to forfeiture of such perfor-
mance-based grants. See Footnote No.13 to the financial
statements for a description of the option plans. As part of
the shift to more equity-based compensation, Bankshares
began a program of awarding restricted stock in 2002 and
charged $872,000 to expense. The third component of
stock-based compensation, directors’ deferred compensa-
tion expense, fluctuates based on the market price of
Bankshares’ stock. As a result, this was reported as a credit
of ($401,000) and ($601,000) in 2002 and 2001, respec-
tively. In 2000 this component was reported as an expense
of $1,251,000.

Net occupancy expense increased $1,464,000, or
10.1%, during 2002 to $15,904,000. This represented the
second straight year of increased net occupancy expenses
as costs in 2001 increased by $2,421,000, or 20.1%, over
the prior year to $14,440,000. The increase in both years
is a function of increases in rental payments, repair and
maintenance expenses associated with improvements at
some branch locations and insurance costs. Bankshares
continued to expand its internal use of its headquarters
building, reducing the number of outside tenants in that
building.

Furniture and equipment expenses were $24,464,000, an
increase of $456,000, or 1.9%, compared to 2001 expenses
of $24,008,000. Higher software maintenance and rental
costs accounted for the majority of the increase. A substan-
tial portion of the increase was attributable to reorganization
efforts undertaken by I'WM in 2002. The year 2001 reflect-
ed an increase of $1,420,000, or 6.3%, compared to 2000
expenses of $22,588,000. Higher software maintenance and
rental costs accounted for the majority of the increase.

Bankshares adopted SFAS No. 142 on January 1, 2002.
For Bankshares the most significant change made by SFAS
No. 142 1s that goodwill will no longer be amortized.
Amortization expense for 2001 and 2000 was $9,072,000
and $5,213,000, respectively. For more in-depth discussion
of SFAS No. 142, see Footnote No. 20 to the financial
statements.

Other expenses for 2002 totaled $53,865,000, repre-
senting an increase of $2,798,000, or 5.5%, from
$51,067,000 recorded in 2001. Increases in professional
fees of 18.4%, or $1,742,000; charitable contributions of
92.0%, or $1,258,000; and debit card processing fees of
38.5%, or $333,000, were slightly offset by small reductions
in various sundry operating expenses in 2002. Other
expenses for 2001 of $51,067,000 represented an increase
of 2.5%, or $1,236,000, over the $49,831,000 for 2000.
Professional fees decreased 23.8%, or $3,122,000. More
than offsetting the decrease in professional fees were
increases in several other expense categories in 2001.
Minority interest expense increased to $1,217,000 from
zero in 2000. Outsourcing expenses increased 29.0% to
$5,126,000 and amortization of core deposit intangibles
increased 75.8% to $1,792,000 in 2001. Debit card and
merchant card processing fees also increased in 2001, by

80.2% to $865,000 and 6.6% to $6,198,000, respectively.
101 ANALYSIS OF FINANCIAL CONDITION

Investment Securities
Bankshares’ investment securities portfolio is structured to
serve both as a source of liquidity and as a key component
in the overall management of interest rate risk. At
December 31, 2002, the total investment securities portfo-
lio was $2,564,583,000, an increase of $223,620,000, or
9.6%, over 2001. At December 31, 2001, the total invest-
ment securities portfolio was $2,340,963,000, an increase
of $613,655,000, or 35.5%, above the prior year’s
$1,727,308,000. As in the past, the portfolio is largely
comprised of short-term and intermediate-term U.S.
Treasury and U.S. Agency obhigations, and over 97% of the
total investment portfolio is classified as available~for-sale.
In the available-for-sale portfolio, U.S. Treasury obligations
decreased $134,716,000, or 8.7%, in 2002 while U.S.
Agency obligations increased $217,243,000, or 42.6%. The
proportion of U.S. Agency obligations to total available-
for-sale securities increased from 22.3% in 2001 to 29.0%
in 2002, reflecting a shift to higher yield investments. U.S.
Treasury obligations accounted for 56.6% of the available-
for-sale portfolio, a decrease from 68.0% in 2001. In 2002,
additional investments were made in higher yielding mort-
gage-backed securities, which increased $144,181,000 to
$348,323,000 and accounted for 13.9% of the available-
for-sale portfolio, versus 8.9% in 2001.

At year-end 2002, the average maturity of the bond
component of the available-for-sale portfolio was 2.4 vyears,
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unchanged from year-end 2001. The market value of the
bond investment portfolic as of December 31, 2002, was
103.6% of amortized cost, compared to 101.5% at
December 31, 2001. At December 31, 2002, $2,439,824,000
of these investments had unrealized gains of $87,543,000,
and the remaining $14,963,000 of these investment securi-
ties had unrealized losses of $152,000. More information
on the investment portfolio is shown in the table on page
16 and in Footnote No. 2 to the financial statements.

Loans

Total loans averaged $7,088,844,000, an increase of 3.7%.
Average total loans increased by $663,224,000, or 10.7%,
to $6,832,856,000 for the year ended December 31, 2001.
Average loans increased in three categories in 2002: com-
mercial (including industrial, financial, agricultural, leases
and commercial mortgages), residential real estate and
consumer, while construction declined. In 2001 increases
were seen in all categories. Average commercial loans
grew 7.7% in 2002 to an average balance of
$4,283,322,000, compared to growth of 12.5% in 2001.
Reesidential real estate loans grew 1.2% to $1,072,297,000
in 2002, following the 11.5% growth reported in 2001.
Consumer loans were relatively flat at $999,988,000 in
2002, compared to the 5.6% growth experienced in 2001.
An average balance of $733,237,000 in construction loans
reflected a decrease of 7.9%, compared to growth of 7.8%
in 2001. Part of the change in commercial real estate and
construction is a natural migration of loans through the
construction cycle to completion. This year, as a result of

LOAN COMPQOSITION
AND GROWTH

the low interest rate environment, the cash flow needed
to support a project was reduced and loans were able to
move into the permanent market more quickly. Construc-
tion bookings increased but did not outpace this runoff.

At December 31, 2002, commercial, industrial and
agricultural loans constituted 31.4% of the portfolio, a
slight decline from 32.3% at December 2001. Commercial
real estate, which is included as part of commercial, above,
accounted for 27.6% of the total loan portfolio in 2002,
an increase from 26.3% in 2001. Residential real estate
loans accounted for 14.6% of the portfolio, consumer
13.9% and leases 1.4%, compared to 15.4%, 14.4% and
2.2%, respectively, for 2001. Construction and land devel-
opment was 11.1% of the portfolio in 2002, an increase
from 9.4% in 2001.

Loan growth remained stable at the community banks,
at 6.6%, while at MSD&T it declined to 0.3% in 2002.
Management’s decision to discontinue a large part of the
business at the leasing division at MSD&T also con-
tributed to the reduction in loan growth.The portfolio at
the leasing division decreased $69,047,000, or 31.7%, in
2002. As noted above, commercial real estate experienced
growth in 2002, both as a portion of total loans and as a
10.8% increase over the prior year. A large percentage of
the commercial real estate mortgages and construction
loan balances outstanding at December 31, 2002, were for
owner-occupied properties. Although it recognizes the
risks associated with some types of real estate loans,
Bankshares believes it is consistent with sound banking
practices to continue to extend real estate credits to

ALLOWANCE AS A PERCENT OF PERIOD-END LOANS;
NONPERFORMING LOANS AS A PERCENT QF PERIOD-END LOANS
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carefully selected customers. Bankshares’ historical charge-
off experience for real estate loans compares favorably
with loss experience in other portfolio segments. For
further comparative information on the components of
the loan portfolio, see the Five-Year Selected Financial
Data table on page 58.

Credit Risk Analysis

Bankshares’ loans and commitments are substantially to
borrowers located in our immediate region. We have
restricted our participation in multibank credits where we
are not the managing or agent bank. Central to the opera-
tion of a sound and successful financial institution is the
balanced management of asset growth and credit quality.
Responsibility for loan underwriting and monitoring is
clearly fixed on key management personnel in each of our
affiliates and, ultimately, on the board of directors of each
affiliate. These responsibilities are supported at the holding
company level by appropriate underwriting guidelines and
effective ongoing loan review. In addition, Bankshares has
set an internal limit for each affiliate bank, that is well
below the regulatory limit, on the maximum amount of
credit that may be extended to a single borrower.

Allowance for Loan Losses

The allowance for loan losses and the provision for loan
losses charged to expense are based on credit loss experi-
ence and estimated inherent losses in the current portfolio,
which includes evaluation of impaired loans as required
by SFAS No. 114, Accounting by Creditors for Impairment
of a Loan, and SFAS No. 118, Accounting by Creditors for
Impairment of a Loan—Income Recognition and Disclosure.
Also incorporated in determination of the allowance 1s
SFAS No. 5, Accounting for Contingencies; the recent
guidance contained in the Securities and Exchange
Commission’s SAB No. 102, Lean Loss Allowance Meth-
odology and Documentation; and the Federal Financial
Institutions Examination Council’s Policy Statement on
Allowance for Loan and Lease Losses Methodologies and
Documentation for Banks and Savings Institutions. An
allowance for loan losses 1s maintained sufficient to absorb
losses in the existing loan portfolio. The allowance is a
function of specific loan allowances, general loan allow-
ances based on historic loan loss experience and current
trends and, lastly, allowances based on existing economic
conditions that affect the collectibility of the loan portfo-
lio. These can include, but are not limited to, exposure to
an industry experiencing problems, changes in the nature
or volume of the portfolio, delinquency and nonaccrual
trends. The portfolio review and the calculation of the
allowance is performed by management at each affiliate
bank based on its knowledge of its loans and risk factors
operating in its matket. Other risk factors are reviewed by
holding company management to determine their impact
on the allowance for loan losses, with final evaluation done
at the holding company.

Each affibate’s reserve is dedicated to that affiliate only
and is not available to absorb losses from another affiliate.
All loan loss reserves are subject to annual regulatory
examinations and determination as to their methodology
and adequacy. Management believes that the allowance for
loan losses is at an adequate level to absorb inherent losses
in the portfolio.

The specific allowance 1is based on analysis of the loan
portfolio by each affiliate bank. Each loan with an out-
standing balance in excess of a specified threshold that has
either nonaccrual status or is on the Watchlist will be eval-
uated. The Watchlist represents loans, identified and closely
monitored by management, which possess certain qualities
or characteristics that may lead to collection and loss issues.
The identified loans are evaluated for potential loss by ana-
lyzing current collateral values or present value of cash
flows, as well as the capacity of the guarantor, as applicable.
The specific allowance resulting from this review decreased
49.9% to $5,251,000 from $10,484,000 at December 31,
2002 and 2001, respectively. The largest portion of this
component is from MSD&T’s portfolio, at 87% and 73%,
for 2002 and 2001, respectively. Within that portfolio,
approximately 36.2% of the specific allowance in 2002 can
be attributed to the leasing business, while in 2001 it was
30.2%. The specific reserve has been reduced, primarily
through charge-offs, as Bankshares works through these
credits.

The general allowance calculation, which is also com-
pleted on a quarterly basis, begins with segmentation of the
remaining portfolio according to loan types as presented in
external reports. Historical loss factors are maintained, pro-
viding the starting point of the analysis. Qualitative factors
that may cause credit losses to deviate from average histori-
cal experience are then developed. These include but are
not limited to: changes in the volume and severity of past
due loans; changes in the volume of Watchlist loans and
nonaccruals; concentrations in a specific industry or geo-
graphic location; administrative risk concerns that include
changes in the loan review and loan grading system;
changes in lending policies and procedures (which include
underwriting, collection, charge-oft and recovery practces);
changes in management or the staff of any previously men-
tioned areas; and current economic conditions and indica-
tors. Management’s judgment and experience are key to
this process. These factors are revised to address current
conditions in the portfolio. The general allowance was
$133,350,000 and $111,502,000 at December 31, 2002 and
2001, respectively. Increases in the general allowance and
decreases in the unallocated reserve can be attributed to
further deterioration of the leasing portfolio and the ongo-
ing refinement of the methodology in quantifying risk seg-
ments and estimation techniques used in the calculation.
Allocation of a portion of the allowance does not preclude
its availability to absorb losses in other categories.

The allowance for loan losses as a percent of loans was

1.90% at December 31, 2002, compared to 2.05% at
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ALLOWANCE FOR LOAR LOSSES

Year Ended December 31,

(Dollars in thousands) . 2002 2001 2000 1999 1998
Allowance balance—beginning..................... $ 141,463 §$ 138,612 $ 117,997 § 112,423 $ 106,097
Allowance of acquired banks .................... ... - - 5,868 — 1,434
Charge-offs:
Commercial ... (13,864) (3,799) (2,875) {3,733) {5,950)
CONSLIUCHON « vttt e, - (90) (11) (305) (80)
Residential real estate .................... ...l (251) (104) (322) (676) (1,022)
CONSUITIET 1 et ettt ittt e e et e (3,306) (3,507) (2,998) (2,614) (2,956)
Lease financing . ...oo.vevviviinieininainaean... (4,800) (5,828) - (2,000) -
Total. oo (22,221) (13,328) (6,206) (9,328) (10,008)
Recoveries:
Commercial ........ .o 847 795 1,963 1,337 1,685
Construction . ......oviviti i 226 78 177 24 177
Residential real estate ........................... 128 147 144 280 183
COonSUMET .. ..ot i 1,570 1,725 1,438 1,205 1,366
Lease financing ......coovviviiiniiniinenn..s 210 - - — —
Total. . oo 2,981 2,745 3,722 2,846 3,411
Net charge-offs ... i (19,240) (10,583) (2,484) (6,482) (6,597)
Provision for loan losses. . ... i 16,378 13,434 17,231 12,056 11,489
Allowance balance—ending........................ $ 138,601 § 141463 $ 138,612 § 117,997 $ 112,423
Average loans ... ... e $7,088,844 $6,832,856 $6,169,632 $5,377,367  $5,004,765
Percent of net charge-offs to average loans ......... _27% . 15% _.04% . 12% . 13%
Period-end loans ..., $7,312,027 $6,906,246 $6,693,294 $5,712,130 $5,195,467
Percent of allowance for loan losses
to period-end loans ............. ... ..o 1.90% 2.05% 2.07% 2.07% 2.16%

ALLOCATION OF ALLOWANCE FOR LOAX LOSSES

The allowance for possible loan losses has been allocated to the various categories of loans. This allocation does not limit the
amount of the allowance available to absorb losses from any type of loan and should not be viewed as an indicator of the specif-
ic amount or specific loan categories in which future charge-offs may ultimately occur. The tables below present this allocation,
along with the percentage distribution of loan amounts in each category, at the dates shown. For a historical analysis of the
allowance for loan losses, see page 19, Allowance for Loan Losses.

Allowance amount allocated as of December 31,

(Dollars in thousands) 2002 2001 2000 1999 1998

Allowance amount allocated to:
Commercial .. ... o $109,386 $ 79,253 $ 55,400 $ 45,300 $ 33,100
CONSITUCTON. v\ttt et e i e eeaeans 9,644 7,124 18,000 12,600 12,000
Residential real estate ..., 3,645 2,866 9,700 9,900 6,100
CONSUIMIET v ottt e et 6,565 6,149 5,500 4,800 6,000
Lease financing .........covviiiiiiineiinnenenin. 9,361 26,594 - - -
Allowance amount not allocated.................... - 19,477 50,012 45,397 55,223
Total. ... $138,601 $141,463 $138,612 $117,997 $112,423

COMPOSITION OF LOAN PORTFOLIO
December 31,

2002 2001 2000 1999 1998
Commercial ...... ... 59.0% 58.6% 54.2% 56.1% 56.5%
ConStIUCtON .ttt ittt e 111 9.4 12.3 11.4 10.7
Residential real estate ...t 14.6 15.4 16.3 15.4 16.7
(@051 535/ 1> o 13.9 14.4 14.9 15.0 14.6
Lease financing ..o 1.4 2.2 2.3 2.1 1.5
Total. .o 100.0% 100.0% 100.0% 100.0% 100.0%
20 MERCANTILE BANKSHARES CORPORATION AND AFFILIATES

o




December 31,2001 and 2.07% at December 31, 2000.
The allowance for loan losses as a percent of loans declined
from December 31, 2000, to December 31, 2002, princi-
pally as loans with specific reserves established were
charged off. During 2002, the provision for loan loss
expense was $16,378,000, compared to a 2001 expense of
$13,434,000. The 2000 provision for loan losses was
$17,231,000.

Net charge-offs increased to $19,240,000 during 2002,
compared to $10,583,000 during 2001. The leasing port-
folio represented the largest net charge-off amount at
$7,857,000, or 40.8% of total net charge-offs in 2002, as
management continues to work through the discontinua-
tion of a large part of the business. The level of net charge-
offs in 2001 increased from $2,484,000 in 2000. Net
charge-offs as a percent of average loans were .27%, .15%
and .04% for the years ended December 31, 2002, 2001
and 2000, respectively.

Intensive collection efforts continue after a loan is
charged off in order to maximize the recovery of amounts
previously charged off. Recoveries as a percent of loans
charged oft were 13.4% in 2002, 20.6% in 2001 and 60.0%
in 2000. In 2002, recoveries increased 8.6% over 2001, and
charge-offs increased 66.7%, symptomatic of an economic
downturn. In 2001, recoveries decreased 26.2% from 2000
and charge-offs increased 114.8%. Recoveries in a given
year may not relate to loans charged off in that year. Further
details related to the allowance for loan losses are shown in

“the tables on page 20 and in Footnote No. 3 to the finan-
cial statements.

Nonperforming Assets
Nonperforming assets consist of nonaccrual loans, renego-
tiated loans and other real estate owned (i.e., real estate
acquired in foreclosure or in lieu of foreclosure). With
respect to nonaccrual loans, our policy is that, regardless of
the value of the underlying collateral and/or guarantees,
no interest is accrued on the entire balance once either
principal or interest payments on any loan become 90 days
past due at the end of a calendar quarter. All accrued and
uncollected interest on such loans is eliminated from the
income statement and is recognized only as collected.
A loan may be put on nonaccrual status sooner than this
standard if, in management’s judgment, such action is
warranted.

Nonperforming assets (nonaccrual loans and other
real estate owned), as a percent of period-end loans and
other real estate owned, was .46% at December 31, 2002,
compared to .48% and .47% in the two preceding years.
At year-end 2002, nonperforming assets were
$33,503,000, compared to $33,100,000 and $31,370,000
in 2001 and 2000, respectively. Nonperforming loans
totaled $33,371,000 at December 31, 2002, compared to
$32,919,000 at December 31, 2001 and $30,365,000 in
2000. Nonperforming loans increased in two categories of

the portfolio: commercial and industrial, and residential
real estate. The largest dollar increase in nonperforming
loans was $1,976,000 in the commercial and industrial
category, which accounted for 75.7% of nonperforming
loans at December 31, 2002. The lease financing category
accounted for 12.0% of the nonperforming loans at
December 2002 and only 1.4% of the total outstandings
in the portfolio of loans and leases. The leasing business
generated credits in both the lease financing category

and loans included in the commercial and industrial loan
category at Bankshares, This business line contributed
19.8% of the nonperforming loans at December 2002 and
31.8% in 2001, but only 2.0% and 3.2% of the outstand-
ing loan and lease portfolio. As a result of large charge-offs
and credit quality concerns about the leasing portfolio,
management is narrowing the focus of the leasing busi-
ness. Bankshares did not have any renegotiated loans
during or at the close of the three-year period ended
December 31, 2002.

The level of “monitored loans,” or loans with character-
istics suggesting that they may be classified as a nonper-
forming loan in the near future, increased during the year.
At December 31, 2002, monitored loans were $24,850,000,
compared to $15,940,000 a year before. Two loans at
MSD&T contributed $20,900,000 to the current total.
These loans are secured by two commercial aircraft, which
are leased to a regional commercial airline. A long-time
customer of MSD&T holds a controlling interest in the air-
line. In light of the prevailing conditions in the commercial
airline industry, management has included these loans in the
“monitored” status. The balance of the portfolio was also
examined for additional exposure to this industry and it
was determined to be minimal. This exposure was factored
into the general reserve allocation for commercial loans.

Other real estate owned decreased by $49,000 to
$132,000 at December 31, 2002, compared to $181,000 at
December 31,2001 and $1,005,000 in 2000. These prop-
erties are generally sold within the next operating cycle.
Therefore, regardless of the amount, the properties will
generally have changed from year to year. All other real
estate owned is carried at the lower of cost or fair market
value. Refer to the data in the Nonperforming Assets chart
on the following page, which shows the changes in the
amounts of various categories of nonperforming assets over
the last five years and sets forth the relationship between
nonperforming loans and total loans.

The leasing business, which was less than 3% of the
outstandings at Bankshares, had a disproportionate impact
on credit quality. The credit quality ratios of the core
banking business, if leasing is excluded, are substantially
improved. Nonperforming loans as a percent of period-
end loans were .46%, .48% and .45% for the years ending
2002, 2001 and 2000, respectively. Excluding the leasing
business, the percentages were .37%, .34% and .38%,
respectively. Charge-offs as a percent of period-end loans
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KONPEIRFCRMING ASSETS

A five-year comparison of nonperforming assets is presented below:
December 31,

(Dollars in thousands) 2002 2001 2000 1999 1998

Nonaccrual loans (1)
Commercial ..o $25,260 $23,284 $22,736 $11,076 $14,701
CONSIIUCHON .« ottt et e e e 1,365 2,201 3,394 2,581 1,297
Residential real estate ................ ... . ... 2,479 2,251 3,123 3,373 4,705
CONSUIMET ...\ttt it it e e 261 408 249 258 600
Lease financing ... 4,006 4,775 863 1,841 -
Total. ..o 33,371 32,919 30,365 19,129 21,303

Renegotiated loans (1) .................. - - - - -

Loans contractually past due 90 days or more
and still accruing interest ............ ..., - - - - -

Total nonperforming loans.................... 33,371 32,919 30,365 19,129 21,303
Otherreal estate owned............................ 132 181 1,005 1,663 1,281
Total nonperforming assets ................... $33,503 $33,100 $31,370 $20,792 $22,584
Nonperforming loans as a percent of
period-end loans........ ... ... .46% 48% 45% 33% 41%
Nonperforming assets as a percent of
period-end loans and other real estate owned . ... 46% A48% A7% 36% 43%

(1) Aggregate gross interest income of $2,790,000 and $3,737,000 in 2002 and 2001, respectively, on nonaccrual and renegotiated loans would have been
recorded if these loans had been accruing on their original terms throughout the period or since origination if held for part of the period. The amount of inter-
est income on the nonaccrual and renegotiated loans that was recorded totaled $641,000 and $1,593,000 in 2002 and 2001, respectively.

Note: The Corporation was monitoring loans estimated to aggregate $24,850,000 at December 31, 2002, and $15,940,000 at December 31, 2001,
that were not classified as nonaccrual or renegotiated loans. These loans had characteristics which indicated they might result in such classifica-
tion in the future.

COMPOSITION OF EARNING ASSETS

Average Balances

(Dollars in thousands) 2002 2001 2000 1999 1998

Loans ..., $7,088,844 73.6% $6,832,856 77.7% $6,169,632 782% $5,377,367 74.3% $5,004,765 72.6%

Investment securities® ....... 2,367,772 24.6 1,816,404  20.7 1,694,404 214 1,842,761 255 1,706,228  24.7

Federal funds sold, eral ...... 178,624 1.8 141,245 1.6 29,434 4 15,762 2 185,204 27
Total............... $9,635,240 100.0% 88,790,505 100.0% $7,893,470 100.0% §$7,235,850 100.0% $6,896,197 100.0%

*Includes interest-bearing deposits in other banks.

DEPOSIT MALX

Average Balances
(Dollars in thousands) 2002 2001 2000 1599 1998

Noninterest-bearing deposits.. $1,856,706 24.3% $1,618,838 23.0% $1,438,578 23.2% §1,334,282 22.6% $1,216,726 21.3%
Interest-bearing deposits:

Savings................... 966,283 12.7 853,911 122 854,035 13.8 887,624 15.1 866,552 152
Checking plus interest.. .. 873,497 11.4 771,186  10.9 718,669 11.6 696,862 11.8 648,025 114
Money market ........... 1,096,417 14.4 846,577 12.0 773,104 125 790,589 13.4 749,718 131
Certificates of deposit—
$100,000 and over. .. .. 1,080,347 14.2 1,145,569 16.2 852,495 13.7 714,600 121 711,329 124
Other time deposits .. .. .. 1,759,160 23.0 1,812,589 25.7 1,559,973 252 1,472,268  25.0 1,522,619 266
Total............ .. $7,632,410 100.0% §7,048,670 100.0% $6,196,854 100.0% $5,896,225 100.0% $5,714,9653 100.0%

2 MERCANTILE BANKSHARES CORPORATION AND AFFILIATES




were .30%, .19% and .09% for 2002, 2001 and 2000. When
the leasing business is excluded, the charge-offs decline to
.20% and .09% for 2002 and 2001, respectively.

Sources of Funds

Bankshares’ primary source of funding comes from
deposits gathered by the 185 branches of its banking affili-
ates. Raising core deposits through the branch system is a
high priority and a challenge for Bankshares and the
banking industry. Average total deposits in 2002 were
$7,632,410,000, representing an increase of $583,740,000,
or 8.3%, over the prior year average of $7,048,670,000.
Average total deposits for 2000 amounted to
$6,196,854,000. The bank acquisitions in 2000 con-
tributed to the 13.7% increase in deposits in 2001. For the
year ended December 31, 2002, 79.2% of the funding for
average earning assets was derived from deposits. This ratio
was 80.2% for 2001 and 78.5% for 2000.

Noninterest-bearing deposits averaged $1,856,706,000
in 2002, representing 24.3% of average total deposits. These
deposits grew 14.7% over the prior year. The noninterest-
bearing deposit category averaged $1,618,838,000 for
2001, or 23.0% of average total deposits, and grew by 12.5%
over the prior year’s average of $1,438,578,000. Bankshares
continues to promote its cash management services to its
commercial customers in order to maintain and expand
this key source of funding.

In 2002, interest-bearing deposits represented 75.7% of
average total deposits and were $5,775,704,000, reflecting
growth of 6.4%. Total average interest-bearing deposits for
2001 grew by 14.1%, or $671,556,000. Average interest-
bearing deposits amounted to $5,429,832,000 for 2001, up
from the 2000 average of §4,758,276,000. In 2002, the
combination of savings, checking plus interest and money
market accounts increased from 35.1% to 38.5% of average
deposits and grew 18.8% to $2,936,197,000 from
$2,471,674,000 in 2001. These deposits decreased 5.4% in
2001. The move to these deposit products, particularly
money market accounts, reflected customers’ shift to more
conservative investments, given the uncertainties about the
economy and the equities market. Also, the drop in yield
on money market mutual funds has made these products
more competitive.

Certificates of deposit and other time deposits have
decreased from 41.9% of average total deposits in 2001 to
37.2% in 2002. Averaging $2,839,507,000 for the year
ended December 31, 2002, time deposits decreased by
4.0% from the average of $2,958,158,000 for 2001.
Certificates of deposit—$100,000 and over decreased 5.7%,
while other time deposits decreased 2.9%. Certificates of
deposit—$100,000 and over averaged $1,080,347,000,
$1,145,569,000 and $852,495,000 for the years ended
December 31, 2002, 2001 and 2000, respectively. The
increase in 2001 was largely attributable to higher interest
rates paid on these funds.

In 2002, the growth in average total deposits, at 8.3%,
fell short of the 9.6% increase in average earning assets,

resulting in an increase in short-term borrowing needs.
Short-term borrowings, which consist mainly of securities
sold under repurchase agreements, federal funds purchased
and commercial paper, averaged §845,938,000 during
2002, $101,031,000, or 13.6%, greater than in 2001. Short-
term borrowings averaged $744,907,000 during 2001,
$115,334,000, or 13.4%, less than the average balance of
$860,241,000 in 2000.

During 2002, $8,300,000 was repaid on previously
existing long-term debt. There were no other material
changes in long-term debt. In 2001, in response to the low
interest rate environment, MSD&T, the lead bank, issued
$200 million in 10-vear fixed-rate debt, which was
swapped to a floating rate to better match the interest rate
repricing characteristics of the loan portfolio. For a more
in-depth discussion of the impact of this issuance, see the
section of Management’s Discussion on Interest Rate Risk
Management.

Another key source of funding is shareholders’ equity.
Bankshares has consistently maintained a capital to asset
ratio higher than that of its peers, as reported in data
furnished by our regulators. Shareholders’ equity averaged
$1,257,967,000 during 2002, which represented an
increase of $60,909,000, or 5.1% over the prior year’s
average. The average was $1,197,058,000 in 2001, an
increase of 13.6% over the average in 2000 of
$1,054,071,000. For a more in-depth discussion of share-
holders’ equity and capital adequacy, see page 27 of
Management’s Discussion and Footnote No. 9 to the
financial statements.

Critical Accounting Policies and Related Estimates
Set forth below is a discussion of the accounting policies
and related estimates that management believes are the
most critical to understanding Bankshares’ consolidated
financial statements, financial condition and results of
operations, and which require complex management judg-
ments, uncertainties and/or estimates. Information regard-
ing Bankshares’ other accounting policies is included in
Footnote No. 1 to the financial statements.

Allowance for Loan Losses

Arriving at an appropriate level of allowance for loan losses
involves a high degree of judgment. Bankshares’ allowance
for loan losses provides for probable losses based on evalu-
ations of known and inherent risks in the loan portfolio.
Management uses historical information to assess the ade-
quacy of the allowance for loan losses as well as informa-
tion about the prevailing business environment since it 1s
aftected by changing economic conditions and various
external factors, which may impact the portfolio in ways
currently unforeseen. For a full discussion of Bankshares’
methodology for assessing the adequacy of the allowance
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for loan losses, see page 19 of Management’s Discussion
and Analysis of Financial Condition and Results of Opera-
tions and Footnote No. 1 to the financial statements.

Income Taxes

Bankshares accounts for income taxes by deferring
income taxes based on estimated future tax effects of
differences between the tax and book basis of assets and
liabilities considering the provisions of enacted tax laws.
These differences result in deferred tax assets and liabili-
ties, which are included in Bankshares’ consolidated bal-
ance sheets. Bankshares must also assess the likelihood that
any deferred tax assets will be recovered from future tax-
able income and establish a valuation allowance for those
assets determined not likely to be recoverable. Although
Bankshares has determined that a valuation allowance is
not required for all deferred tax assets, there is no guaran-
tee that these assets are recognizable. For more informa-
tion regarding Bankshares’ accounting for income taxes,
see Footnote No. 10 to the financial statements.

Valuation of Goodwill/Intangible Assets and Analysis
Sfor Impairment

Bankshares has increased its market share, in part, through
the acquisition of entire financial institutions accounted
for under the business combinations method of account-
ing, as well as from the purchase of other financial institu-
tions’ branches (not the entire institution). For acquisitions
under the purchase method, Bankshares is required to
record assets acquired and liabilities assumed at their fair
value, which is an estimate determined by the use of
internal or other valuation techniques. See Footnote No.
20 to the financial statements for further information on
the accounting for goodwill and other intangible assets.

Risk Management

Bankshares is exposed to a number of risks in the normal
course of its business. The primary risk exposures relate to
credit quality, interest rate movements, changes in market
values and liquidity. Bankshares controls and monitors
these risks with policies, procedures and management
oversight. The review of credit risk was covered in a pre-
vious section of Management’s Discussion beginning on
page 19. The following sections will review the other
three risks mentioned.

Interest Rate Risk

The objective of interest rate risk management is to con-
tain the risks associated with interest rate fluctuations. The
process involves identification and management of the sen-
sitivity of net interest income to changing interest rates
and other market factors. Managing to mitigate interest
rate risk, however, is not an exact science. Not only does
the interval berween repricing of interest rates of assets and
liabilities change from day to day as the assets and liabilities
change, but also for some assets and liabilities, contractual

maturity and the actual cash flows experienced are not the
same. For example, residential mortgages may have con-
tractual maturities well in excess of five years, but depend-
ing on the interest rate carried by the specific mortgages
and the then currently prevailing rate of interest, such
mortgages may be prepaid much more rapidly. Similarly,
savings, checking plus interest and money market deposits
may be withdrawn on seven days notice. While these con-
tracts are extremely short, it has been Bankshares” experi-
ence that these funding pools, when considered as a whole,
have a multiyear duration. The Interest Rate Sensitivity
Analysis, or Static Gap, on page 25 reflects the expected
contractual cash flows or maturities of assets and liabilities,
along with the scheduled opportunity to reset interest rates
in a downward rate environment. As the table reflects,
Bankshares at December 31, 2002, is asset sensitive since
more interest-earning assets than interest-bearing liabilities
are subject to repricing within the next 12 months. The
data in this table would suggest that net interest income
should tend to increase in a rising interest rate environ-
ment and decrease in a declining rate environment. The
absolute change in the repricing of products varies greatly.
As noted in the discussion of net interest income, changes
in short-term interest rates by the Federal Reserve result in
an almost similar change in the yield on Bankshares’ prime
rate based loans. In contrast, the repricing characteristics of
certain managed-rate deposits, primarily savings, checking
plus interest and money market accounts, have proven to be
much less sensitive during the current declining rate envi-
ronment than they were in prior rate cycles. The current
experience has been factored into the table.

Because of the limitations of the Static Gap analysis,
management primarily utilizes an earnings simulation
model to monitor Bankshares’ risk exposure associated
with interest rate fluctuations. The model provides man-
agement with the tools to reflect more reasonably how
specific loan, investment, deposit and debt products will
respond to changes in market interest rates. This model
projects the effects on net income based on factors such as
changes in interest rates, the shape of the yield curve and
interest rate relationships. As seen in the Earnings
Simulation Model Projections on page 26, within a one-
year horizon, the model forecasts that, compared to the
net interest income projection under stable rates, net
interest income would increase by 1.6% and 3.0% if inter-
est rates increased by 100 and 200 basis points, respective-
ly, and that net interest income would decrease by 2.2% if
interest rates decreased by 50 basis points. Given the cur-
rent low level of interest rates, Bankshares is limiting its
modeling to the 50 basis point decline in future interest
rates. These results are not necessarily indicative of future
actual results, nor do they take into account certain
actions that management may undertake in response to
future changes in interest rates.

From an interest rate risk standpoint, Bankshares is asset
sensitive, with assets repricing more quickly than liabilities
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INTEREST RATE SENSITIVITY ANALYSIS (STATIC GAP)
Low/Falling Interest Rate Scenario

At December 31, 2002

Over Over Over
3 months 1 year 1 year 5 years and
Within through cumulative through  nonsensitive
(Dollars in thousands) 3 months 1 year total 5 years funds Total
EARNING ASSETS
LOans .o oot $3,887,370 $ 870,217 $4,757,587 §$2,009,477 $ 544,963 § 7,312,027
Investment securities (1) ................. 229,056 442,285 671,341 1,632,614 260,986 2,564,941
Other earning assets ..................... 264,293 - 264,293 - - 264,293
Total earning assets . ............... 4,380,719 1,312,502 5,693,221 3,642,091 805,949 10,141,261
INTEREST-BEARING LIABILITIES
Managed-rate deposits (2)
SAVINGS. .ot 201,764 - 201,764 807,055 - 1,008,819
Checking plus interest................ 154,192 - 154,192 873,756 - 1,027,948
Money market ... 348,284 - 348,284 941,657 - 1,289,941
Time deposits ....ooovvii i 882,783 1,069,080 1,951,863 882,873 12,751 2,847,487
Short-term borrowings .................. 823,385 - 823,385 - - 823,385
Long-termdebt ................. ..o 199,641 8,400 208,041 42,500 36,673 287,214
Total interest-bearing
liabilities . ......oovviiieiian, 2,610,049 1,077,480 3,687,529 3,547,841 49,424 $ 7,284,794
Gap oo $1,770,670 § 235,022 $2,005,692 $ 94,250 § 756,525
Cumulative gap....................... ... $1,770,670  § 2,005,692 $2,099,942 § 2,856,467
Cumulative gap as a percent of
CArNINgG aSSELS. . ..ot 17.46% 19.78% 19.78% 20.71% 28.17%
Cumulative rate sensitive assets/
cumulative rate sensitive liabilities ... .. 167.84% 154.39% 154.39% 129.02% 139.21%

(1) Includes interest-bearing deposits in other banks.
(2) Reflects behavior experience in a declining rate environment, which often differs from legal withdrawal provisions.

LOAN MATURITY SCHEDULE

The following table illustrates loan diversity by maturity distribution for commercial and construction loans as of
December 31, 2002.

Maturing
Over 1
1 year through Over 3
(Dollars in thousands) or less 5 years years Total
Commercial. ... $1,157,969 $1,816,427 $ 1,445,047 $ 4,419,443
COnSITUCHON . . ..ottt et 268,033 360,805 182,147 810,985
Total oo $1,426,002 $2,177,232 $ 1,627,194 $5,230,428

Of the $3,804,426,000 loans maturing after one year, $1,745,392,000, or 45.9%, have fixed interest rates and
$2,059,034,000, or 54.1%, have variable interest rates.
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EARNINGS SIMULATION MODEL PROJECTIONS

The following table summarizes the effect a positive 100 and
200 basis point change and a negative 50 basis point change in
interest rates would have on Bankshares’ net interest income
over the next 12 months.

Calculated increase/(decrease) in
projected net interest income

As of December 31,

Change in interest rates

{basis points) 2002 2001
+200 3.0% 2.2%
+100 1.6% 1.2%

=50 (2.2)% (1.7)%

in response to rate changes. The Federal Reserve’s 525 basis
point reduction in short-term interest rates over the two-
year period ended December 31, 2002, continued to
compress the net interest margin. Beginning in 2001, man-
agement started taking actions aimed at reducing the mag-~
nitude of Bankshares’ risk to further interest rate reductions
or the compression in spreads from a sustained low interest
rate environment. These actions included expanding and
repositioning the investment portfolio and adding an
indexed money market account. This product is more rate
sensitive than the traditional money market product.
Management took advantage of the lower rate environment
to secure long-term funding through the issuance in
November 2001 of $200 million in senior notes at
MSD&T. The senior notes carried a fixed rate of 5.70%,
which was swapped to a floating rate as a fair value hedge.
This resulted in an increase in the amount of liabilities that
reprice within the three-month time frame. Management
will continue to pursue any combination of these strategies
as long as interest rates remain low and the economy and
customer borrowing needs remain subdued. Despite these
efforts, the increase in sensitivity from that reported at
December 31, 2001, is a function of the current low rate
environment. It reflects the inability to reduce rates on
managed deposits to match a drop in interest rates.

At times, Bankshares’ efforts to mitigate its exposure to
changes in interest rates have resulted in loan pricing poli-
cies that have not coincided with its commercial customers’
preferences. As a result, MSD&T entered into a master
agreement with another bank for the purpose of making
interest rate swaps and similar interest rate protection
arrangements in connection with commercial loans made
to MSD&T'’s customers. This arrangement enables
MSD&T’s customers to eliminate potential volatility of
interest rates and associated risks. MSD&T will only enter
into specific interest rate protection arrangements under the
master agreement with respect to which it has approved a
corresponding credit facility with the customer, and as
to which the customer is entering into a corresponding
interest rate protection arrangement with MSD&T.

Management does not anticipate that these arrangements
will expose Bankshares to any risk beyond the normal
credit risks undertaken with any lending arrangement. As
of December 31, 2002, one customer had entered into
such an arrangement. This swap agreement has not had a
material impact on the financial performance of Bank-
shares. Management anticipates that should interest rates
reverse course and begin to rise, customer interest in this
availability will increase. As a matter of policy, the
Corporation does not use highly leveraged derivative
instruments for interest rate risk management.

Market Risk

Market risk is defined as the constraints imposed by lower
market values of assets and liabilities as interest rates and
equity markets fluctuate. Changes in market values also
impact the fee income earned by the Investment and
‘Wealth Management Division, where a significant portion
of the fee schedule is tied to current asset values under
management or administration. Bankshares has designated
substantially all of its investment portfolio as “available for
sale” and in accordance with financial reporting standards,
this portfolio is reported at fair value. Changes in fair
value, net of tax, are reflected as a component of share-
holders’ equity. Bankshares’ maintenance of capital ratios
well above regulatory requirements (see Capital Resources
and Adequacy) provides management with the flexibility
to utilize the available-for-sale portfolio for liquidity and
interest rate risk management needs, even during a period
when valuations are depressed. Market risk is also mitigated
by maintaining a fairly short duration in the portfolio.

Liquidity Risk

Liquidity risk is the possibility that Bankshares will not be
able to fund present and future financial obligations. The
objective of liquidity management is to maintain the abili-
ty to meet commitments to fund loans, purchase securities
and repay deposits and other liabilities in accordance with
their terms. Core deposits and the available-for-sale invest-
ment portfolio are key elements in meeting this objective.
For the year ended December 31, 2002, core deposits, total
deposits less certificates of deposit - $100,000 and over,
averaged $6,552,063,000. This represents an 11.0% increase
over the $5,903,101,000 average balance for 2001. The
percentage of average loans funded by core deposits
improved to 92.4% in 2002 from 86.4% in 2001. Although
not viewed as core deposits, a substantial portion of short-
term borrowings, comprised of securities sold under agree-
ments to repurchase and commercial paper, originate from
core deposit relationships tied to the overnight cash man-
agement program offered to customers.

By limiting the maturity of securities and maintaining a
conservative investment posture, management can look to
the investment portfolio to help meet any short-term
funding needs. U.S. Treasury and Agency securities aver-
aged $2,089,004,000 in 2002, a 22.5% increase from the
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average of $1,705,543,000 the prior year. These securities
provide the greatest liquidity and represented 21.7% of
average earning assets for 2002, compared to 19.4% in
2001. In addition to these sources, Bankshares has access to
national markets for certificates of deposit, commercial
paper and debt financing. Should it need to supplement
further its liquidity, Bankshares has $1,397,000,000 in lines
with the Federal Home Loan Bank and back-up commer-
cial paper lines of $40,000,000 with commercial banks.

Capital Resources and Adequacy
Maintenance of exceptional capital strength has long been
a guiding principle of Bankshares. Ample capital is neces-
sary to sustain growth, to provide a measure of protection
against unanticipated declines in asset values and to safe-
guard the funds of depositors. Capital also provides a source
of funds to meet loan demand and enables Bankshares to
manage its assets and liabilities effectively.

Shareholders’ equity increased 7.7% to $1,324,358,000
at year-end 2002 from $1,230,206,000 at year-end 2001.
The increase can be attributed to earnings growth offset by
a repurchase of 1,384,200 shares and increased cash divi-
dend payments. The share repurchase plan is discussed in
more detail in the next paragraph. In 2001, shareholders’
equity increased 4.8% from $1,173,301,000 in 2000. The
increase in 2001 was a result of earnings growth offset by a
repurchase of 1,594,500 shares and increased cash dividend
payments. Reflecting a steady increase, book value per
share was $19.24, $17.63 and $16.50 at December 31,
2002, 2001 and 2000, respectively. The ratio of average
equity to average assets was 12.43% in 2002, compared to
12.97% in 2001 and 12.70% in 2000, ranking Bankshares
among the most strongly capitalized banks in the industry

RISK-BASED CAPITAL RATIOS*

each year. Excluding goodwill, average tangible equity to
average tangible assets was 11.53% in 2002, 11.97% for
2001 and 12.02% for 2000. The ratio in 2002 was lower
than in 2001 due to growth 1n assets, the share repurchase
plan and higher cash dividends, as previously discussed.
‘While maintaining exceptional capital strength and
financing growth of the Corporation, Bankshares also has
been pursuing a share repurchase program. Through
December 2002, the Board of Directors authorized the
repurchase of up to 16,000,000 shares with 14,518,200
shares of common stock repurchased under these pro-
grams. At December 31, 2002, remaining authorization to
purchase common stock was 1,481,800 shares. The share
repurchase program has supported management’s strategy
to enhance shareholder value. Management has repurchased
shares and returned capital to shareholders in the form of
dividends during periods when capital accumulates at a
rate in excess of that required to support the growth of
earning assets. See Footnote No. 9 and the Statement of
Changes in Consolidated Shareholders’ Equity on page 35
for details related to the share repurchase program.
Various bank regulatory agencies have implemented
stringent capital guidelines, which are directly related to 2
bank’s risk-based capital ratios. By regulatory definition, a
well-capitalized institution, such as Bankshares, faces fewer
regulatory constraints on its operations than institutions
classified at the other end of the spectrum as critically
undercapitalized. For instance, only well-capitalized banks
can accept brokered deposits without regulatory approval
in advance. In addition, FDIC deposit insurance premium
rates are significantly lower for banks with higher capital
levels, as compared to poorly capitalized banks. The
Risk-Based Capital Ratios graph below shows that

DIVIDEMDS PER SHARE
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DIVIDENDS

2002 2001
Quarter 4th 3rd 2nd ist 4th 3rd 2nd 1st
Common dividends........................... .30 .30 .30 .28 .28 28 .28 .26

Bankshares has paid quarterly cash dividends on its common stock since September 1970 when such stock was first issued.
Bankshares intends to consider quarterly payment of dividends on its common stock, but such payment is necessarily
dependent on many factors, including the future earnings and financial requirements of Bankshares and its affiliates.

RECENT COMMON STOCK PRICES
Market Prices®

2002 2001
Quarter 4th 3rd 2nd 1st 4th 3rd 2nd 1st
High ... ... 40.39 41.40 44.80 45.36 4341 4394 40.10 4450
Low . oo 32.60 32.07 38.89 41.80 35.60 3573 3544 33.63

* The stock of Mercantile Bankshares Corporation is traded on the Nasdaq National Market under the symbol MRBK. The quotations represent actual

transactions.
As of February 28, 2003, there were 9,166 shareholders of record.

Bankshares has maintained capital levels well in excess of
the regulatory minimum over each of the last five years.
For a further discussion of the regulatory capital require-
ments that apply to Bankshares, see Footnote No. 9. Bank
regulatory agencies also impose certain restrictions on trans-
actions among and between subsidiaries of bank holding
companies, including extensions of credit, transfers of assets
and payments of dividends. Historically, the dividend restric-
tions have not limited dividend payments at Bankshares,
and it is not anticipated that they will have a constraining
effect in the future. In addition to dividend restrictions,
capital requirements are also affected by off-balance sheet
risks. These include such items as letters of credit and com-
mitments to extend credit. Refer to Footnote No. 8 for
information regarding Bankshares’ commitments.

Dividends

For the 26th consecutive year, the annual dividend paid on
common stock exceeded the prior years level. Effective
with the June 2002 dividend, the quarterly cash dividend
was increased 7.1% to $.30 from $.28 per share. Over the
last five years, dividends have increased at a compound
growth rate of 8.9%. Management will periodically evalu-
ate the dividend rate in light of Bankshares’ capital
strength, profitability and conditions prevailing in the
economy in general and the banking industry in particular.
The annual dividends paid per common share were $1.18
in 2002, $1.10 in 2001 and $1.02 in 2000. Total cash divi-
dends paid were $81,909,000 in 2002, $77,597,000 in
2001 and $70,641,000 in 2000.The chart above presents
quarterly dividends paid over the last two years.

Commitments

Commitments for 2003 include budgeted requests for
approximately $20,100,000 of capital expenditures spread
relatively evenly between improvements to existing bank-

ing offices and replacement of furniture, equipment and
technology. While these items have been included in the
budget for 2003, they are subject to a review and approval
process prior to funding. For further information on com-
mitments, see Footnotes No. 4 and 8.

Recent FASB Pronouncements

SFAS No. 145, Rescission of Financial Accounting Standards
Board (FASB) Statements No. 4, 44 and 64, Amendment of
FASB Statement No. 13 and Technical Corrections, was issued
in April 2002, This Statement rescinds FASB Statement
No. 4, Reporting Gains and Losses from Extinguishment of
Debt, and an amendment of that Statement and FASB
Statement No. 64, Extinguishments of Debt Made to Satisfy
Sinking-Fund Requirements. This Statement also rescinds
FASB Statement No. 44, Accounting for Intangible Assets of
Motor Carriers. This Statement amends FASB Statement
No. 13, Accounting for Leases, to eliminate an inconsistency
between the required accounting for sale-leaseback transac-
tions and the required accounting for certain lease modifi-
cations that have economic effects that are similar to sale-
leaseback transactions. This Statement also amends other
existing authoritative pronouncements to make various
technical corrections, clarify meanings or describe their
applicability under changed conditions. This Statement is
effective for financial statements issued on or after May 15,
2002. SFAS No. 145 did not have a material effect on
Bankshares financial statements.

SFAS No. 146, Accounting for Costs Associated with Exit
or Disposal Activities, was issued in June 2002. This State-
ment addresses financial accounting and reporting for costs
associated with exit or disposal activities and nullifies
Emerging Issues Task Force (EITF) Issue No. 94-3, Liability
Recognition for Certain Employee Termination Benefits and
Other Costs to Exit an Activity (including Certain Costs
Incurred in a Restructuring). The provisions of this Statement
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are effective for exit or disposal activities that are initiated
after December 31, 2002, with early application encour-
aged. SFAS No. 146 is not expected to have a material
effect on Bankshares’ financial statements.

SFAS No. 147, Acguisitions of Certain Financial
Institutions — an Amendment of FASB Statements No. 72 and
144 and FASB Interpretation No. 9, was issued in October
2002. This Statement amends certain aspects of FASB
Statement No. 72, Accounting for Certain Acquisitions of
Banking or Thrift Institutions, and FASB Interpretation
No. 9 by removing acquisitions of financial institutions
from the scope of this Statement and this Interpretation,
and requires that those transactions be accounted for in
accordance with FASB Statements No. 141, Business
Combinations, and No. 142, Goodwill and Other Intangible
Assets. This Statement 1s effective for acquisitions on or
after October 1, 2002. This Statement has minimal impact
on Bankshares since all recent acquisitions have followed
purchase accounting, in accordance with SFAS No. 141,
and SFAS No. 142 was adopted at the beginning of 2002,

SEAS No. 148, Accounting for Stock-Based Compensation
— Transition and Disclosure — An Amendment of FASB
Statement No. 123, was issued in December 2002. This
Statement amends FASB Statement No. 123, Accounting for
Stock-Based Compensation, to provide alternative methods
of transition for a voluntary change to the fair value based
method of accounting for stock-based employee compen-
sation. In addition, this Statement amends the disclosure
requirements of Statement No. 123 to require prominent
disclosures in both annual and interim financial statements
regarding the method of accounting for stock-based
employee compensation and the effect of the method used
on reported results. The amendments to Statement No.
123 shall be effective for financial statements for fiscal years
ending after December 15, 2002. This Statement has mini-
mal impact on Bankshares since the fair value based
method of accounting for stock-based employee compen-
sation was adopted in 1995.

In November 2002, the FASB issued FASB Interpre-
tation (FIN) No. 45, Guarantors Accounting and Disclosure
Reguirements for Guarantees, Including Indirect Guarantees
and Indebtedness of Others, an interpretation of FASB
Statements No. 5, 57 and 107, and rescission of FASB
Interpretation No. 34, Disclosure of Indirect Guarantees of
Indebredness of Others. FIN No. 45 elaborates on the disclo-
sures to be made by the guarantor in its interim and annu-
al financial statements about its obligations under certain
guarantees that it has issued. It also requires that a guaran-
tor recognize, at the inception of a guarantee, a liability for
the fair value of the obligation undertaken in issuing the
guarantee. The initial recognition and measurement provi-
sions of this interpretation are applicable on a prospective
basis to guarantees issued or modified after December 31,
2002, while the provisions of the disclosure requirements
are effective for financial statements of interim or annual
periods ending after December 15, 2002. FIN No. 45 is

not expected to have a material effect on Bankshares’
financial statements.

In January 2003, the FASB issued FIN No. 46,
Consolidation of Variable Interest Entities, an interpretation
of Accounting Research Bulletin No. 51. FIN No. 46
requires that variable interest entities be consolidated by a
company if that company is subject to a majority of the
risk of loss from the variable interest entity’s activities or is
entitled to receive a majority of the entity’s residual returns
or both. FIN No. 46 also requires disclosures about vari-
able interest entities that companies are not required to
consolidate but in which a company has a significant vari-
able interest. The consolidation requirements of FIN No.
46 will apply immediately to variable interest entities cre-
ated after January 31, 2003. The consolidation require-
ments will apply to entities established prior to January
31,2003 in the first fiscal year or interim period begin-
ning after June 15, 2003. The disclosure requirements will
apply in all financial statements issued after January 31,
2003. Management has not identified any variable interest
entities that would qualify for consolidation but continues
to review its investments in nonconsolidated entities to
determine whether the disclosure provisions of this FIN
will be applicable after the effective date. FIN No. 46 is
not expected to have a material effect on Bankshares’
financial statements.

Cautionary Statement

This annual report contains forward-looking statements
within the meaning of and pursuant to the safe harbor
provisions of the Private Securities Litigation Reform Act
of 1995. A forward-looking statement encompasses any
estimate, prediction, opinion ot statement of belief con-
tained in this report and the underlying management
assumptions. These “forward-looking statements” include

[ERT

such words as “believes,

3 W 3% ey

expects,” “anticipates,” “intends”
and similar expressions. Forward-looking statements appear
in the Letter to Shareholders, the Review of Services, Man-
agement’s Statement of Responsibility and in this Manage-
ment’s Discussion concerning matters such as identification
of trends, loan growth, customer borrowing trends, business
strategies and services, geopolitical uncertainties, conditions
in the market for acquisitions, performance and prospects
(including margins) of the I'WM division, continuation or
development of specified lending and other activities, credit
quality, predictions or assessments related to determination
and adequacy of loan loss allowances, monitored loans,
internal controls, tax accounting, importance and effects of
capital levels, effects of asset sensitivity and interest rates,
earnings simulation model projections, efforts to mitigate
market and liquidity risks, dividend payments and impact
of FASB pronouncements. These statements are based on
current expectations and assessments of potential develop-
ments affecting market conditions, interest rates and other
economic conditions, and results may ultimately vary from
the statements made in this report.
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Management’s Statement of Responsibility

Management of Mercantile Bankshares Corporation (Bankshares) is responsible for the
preparation and fair presentation of the financial statements and other financial information
contained in this report. The accompanying consolidated financial statements were prepared
in conformity with accounting principles generally accepted in the United States of America
and include, as necessary, best estimates and judgments by management. Other financial
information contained in this annual report is presented on a basis consistent with the con-
solidated financial statements.

Management understands and recognizes the importance of safeguarding Bankshares’ assets.
In connection with this, management believes that Bankshares maintains a system of internal
controls that is adequate to ensure that transactions are properly authorized, that its assets are
safeguarded against unauthorized acquisition, use or disposition, and that its financial records
are reliable. Bankshares maintains systems of controls that it believes are reasonably designed
to provide management with timely and accurate information about Bankshares’ operations.
The system of internal controls includes, but is not limited to, maintaining internal audit,
legal and compliance departments, establishing formal written policies, procedures and codes
of conduct, training personnel and segregating key duties and functions, where appropriate.

The Audit Committee of the Board of Directors participates in reviewing the adequacy
of the system of internal controls and financial reporting. The Audit Commiittee consists of
directors who are independent from Bankshares. They meet regularly with management, the
internal auditors and the independent accountants to review the scope of their work and
findings.

There are inherent limitations in the effectiveness of any system of internal controls,
including the possibility of human error and circumvention or overriding of controls.
Accordingly, even effective internal controls can provide only reasonable assurance with
respect to financial statement preparation. Further, because of changes in conditions, the
effectiveness of internal controls may vary over time.

The independent accounting firm of PricewaterhouseCoopers LLP (PwC) has performed
an audit of Bankshares’ financial statements. As part of the audit, management believes it has
made available to PwC all of the financial records, related data and minutes of shareholders’
and directors’ meetings that PwC believed were necessary in order to render their indepen-
dent audit report. As part of its audit, PwC obtains specific representations from management
of Bankshares. Management believes that all representations made to PwC during its audit
were valid and accurate. A copy of the independent accountants’ audit report follows.

Nt /@?

Edward J. Kelly III
President and Chief Executive Officer

Terry L. Troupe
Chief Financial Officer
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Report of Independent Accountants

To the Board of Directors and
Shareholders of Mercantile Bankshares Corporation

In our opinion, the accompanying consolidated balance sheets and the related consolidated
statements of income and of changes in shareholders’ equity and of cash flows present fairly,
in all material respects, the financial position of Mercantile Bankshares Corporation and its
subsidiaries {the “Company”) at December 31, 2002 and 2001, and the results of their oper-
ations and their cash flows for each of the three years in the period ended December 31,
2002, in conformity with accounting principles generally accepted in the United States of
America. These financial statements are the responsibility of the Company’s management;
our responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits of these statements in accordance with auditing standards general-
ly accepted in the United States of America which require that we plan and perform the
audit to obtain reasonable assurance about whether the financial statements are free of mate-
rial misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the accounting principles used
and significant estimates made by management, and evaluating the overall financial state-
ment presentation. We believe that our audits provide a reasonable basis for our opinion.

’/%/(5«,44 f@/oascangs Lol 2>

Baltimore, Maryland
January 28, 2003
{Except with respect to Footnote No. 22, as to which the date is March 14, 2003)
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Consolidated Balance Sheets

DECEMBER 31,
{Dollars in thousands, except per share data) 2002 2001
ASSETS
Cash and due from banks. . ... .o $ 281,130 $ 290,177
Interest-bearing deposits in other banks....... ... ... o 358 357
Federal funds sold . ... 264,293 23,813
Cash and cash equivalents.......... . i 545,781 314,347
Investment securities held-to-maturity (1),(2) . . o 53,391 52,269
Investment securities available-for-sale (7),(2)..... .. .. .. 2,511,192 2,288,694
Loans held-for-sale (1). ... .. e - 137,950
LA () o 7,312,027 6,906,246
Less: allowance for loan [osses (1),(3) ... oot e (138,601)  (141,463)
Lo T T O 7,173,426 6,764,783
Bank premises and equipment, niet (1),(4) ... ...ooi 102,428 101,295
Other real estate owned, NEt (1), ... . i 132 181
GoodWill, MEt (7). .o 102,705 102,705
Other intangible assets, net (19). ... 7,530 9,319
L0 1 Y3 o T3 O 293,791 157,243
Otal $10,796,376 $9,928,786
LIABILITIES
Deposits:
Noninterest-bearing deposits. ... ..ot e $ 2,086,745 $1,883,878
Interest-bearing deposits ... ... ..ot e 6,174,195 5,563,494
Total depOSItS . . oottt 8,260,940 7,447,372
Short-term borrowings (6) . ... ..o i e 823,385 853,278
Accrued expenses and other labilities. ....... ..o 94,479 128,493
Long-term debt (7} ... 287,214 269,437
Total labilities . .. ..o 9,466,018 8,698,580
COMAMITMENTS AND CONTINGENCIES (4),(8)
SHAREHOLDERS' EQUITY (9)
Preferred stock, no par value; authorized 2,000,000 shares; issued and outstanding—None
Common stock, $2 par value; authorized 130,000,000 shares; issued shares — 68,836,092 (2002)
and 69,775,710 (2001); restricted shares — 76,250 (2002) and None (2001) ................ 137,672 139,551
Capital sUrplus . ..o 126,577 159,947
Reetained €armlings. ... .ou ittt ittt e e 1,010,248 904,479
Accumulated other comprehensive income (08s) . .......oiii i 55,861 26,229
Total shareholders’ eqUIty ... ..ottt 1,324,358 1,230,206
Total. $10,790,376 $9,928,786

See notes to consolidated financial statements.
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Statement of Consolidated Income

FOR THE YEARS ENDED DECEMBER 31,

(Dollars in thousands, except per share data) 2002 2001 2000
INTEREST INCOME
Interest and fees on loans (1) ... ... oo $468,298  $543,020 $547,942
Interest and dividends on investment securities:
Taxable INterest INCOIMIE ..\ttt e e e e 97,603 93,465 92,376
Tax-eXempt INETESE IMCOMIE . ¢\ttt it ettt e et e e een e 1,895 1,993 1,257
Dividends. ..o 1,055 1,283 1,359
Other INVeStMENt INCOIMNE ..\ttt ettt e e e e e e e 12,307 3,797 1,695
112,860 100,538 96,687
Other Interest INCOME. . ... ... i e e 5,228 6,208 1,866
Total Interest INCOIME . .. ... e e e e e 586,386 649,766 646,495
INTEREST EXPENSE
Interest on deposits (5) ... . o 122,569 199,703 182,448
Interest on short-term borrowings. ... ... i 11,259 25,120 48,711
Interest on long-term debt ... ... ... i 10,754 6,702 5,951
Total INEETESt EXPEISE. . .ottt ettt ettt ittt et e 144,582 231,525 237,110
NET INTEREST INCOME . . . ... 441,804 418,241 409,385
Provision for loan losses (1),(3) ... 16,378 13,434 17,231
NET INTEREST INCOME AFTER PROVISION FORLOANLOSSES . .. ............. ... .......... 425,426 404,807 392,154
NONINTEREST !NCOME
Investment and wealth management (7).......... ... ... ... . 68,435 69,331 69,850
Service charges on deposit accounts ... 31,454 28,085 24,346
Mortgage banking related fees...........o i 9,945 12,582 3,106
Investment securities gains and (losses) (2). ... 846 4,248 69
Other INComEe . . i 33,070 31,244 28,170
Total NONINEEreSt INCOIMIE .. ..\ttt ettt e e et e e et e e 143,750 145,490 125,541
NONINTEREST EXPENSES
SalaTIES . o e 131,139 123,230 114,077
Employee benefits (12) ... .. o 32,171 29,175 25,292
Stock-based compensation exXpense ... ..o 1,690 (119) 2,273
Net occupancy expense of bank premises (7),(4) ............co i 15,904 14,440 12,019
Furniture and equipment expenses (1),(4). ... .. i 24,464 24,008 22,588
Communications and supplies . .........oouiiii i 13,375 13,086 12,212
Amortization of goodwill ... .. .. .. - 9,072 5,213
Other eXpenses ... 53.865 51,067 49,831
Total NONINEEIESt EXPEIISES . o\ vt v et et e e e ce e e e e e 272,608 263,959 243,505
Income before INCOmMeE taxes . ... .ot 296,568 286,338 274,190
Applicable income taxes (1),(10) ....... ... i 106,330 105,043 98,960
NETINCOME. ... ... ittt e e e $190,238  $181,295  $175,230
NET INCOME PER SHARE OF COMIMON STOCK (9):
BASIC ... $2.74 $2.57 $2.53
DILUTED . . .ot $2.72 $2.55 $2.51
See notes to consolidated financial statements.
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Statement of Consolidated Cash Flows

Increase (decrease) in cash and cash equivalents

FOR THE YEARS ENDED DECEMBER 31,

(Dollars in thousands) 2002 2001 2000
CASH FLOWS FROM OPERATING ACTIVITIES:
AN o Yol o s o< $ 190,238 $181,295 $175,230
Adjustments to reconcile net income to net cash provided
by operating activities:
Provision for 1oan 1oSses . . ..ot 16,378 13,434 17,231
Depreciation and amortization. .............oiiiiiiii i 13,071 12,456 11,000
Amortization of goodwill ... ... ... o - 9,072 5,213
Amortization of other intangible assets. ........ ... i 1,972 2,082 1,349
Provision for deferred taxes (benefit).............oo i 11,093 14,723 1,671
Investment securities (gains) and losses........c.ooviiiiiii i (846) (4,248) (69)
Write-downs of investment in private equity funds.................. ... ... 2,167 1,063 807
Write-downs of other real estate owned ...l 54 50 27
Write-downs of buildings . ............ ... - - 350
Gains on sales of other real estate owned.......... ... 61 (272) (615)
Gains on sales of buildings. ....... .. ... . (456) (801) -
Net (increase) decrease in assets:
Interest receivable .. ot 1,792 1,039 (5,100)
Other receivables. . . ..o (678) 902 1,439
O 858 . .+ v ottt e e (17,306) (20,434) (6,605)
Loans held-for-sale. ... .. i 137,950 (131,355) 217
Net increase (decrease) in Habilities:
Interest payable ... ... e (8,637) (2,257) 8,736
ACCIUET EXPEIISES L ot et ettt ettt et e e et e e e {5,221) (1,305) 4,610
Taxes payable ... ..o (5,896) 19,438 2,300
Net cash provided by operating activities ... 335,624 94,882 217,791
CASH FLOWS FROM INVESTING ACTIVITIES:
Proceeds from maturities of investment securities held-to~-maturity .................. 3,553 3,870 8,074
Proceeds from maturities of investment securities available-for-sale................... 568,491 642,747 553,602
Proceeds from sales of investment securities available-for-sale ........................ 79,293 4,248 700
Purchases of investment securities held-to-maturity ............ .. ..o oL (4,425) (5,386) {13,386)
Purchases of investment securities available-for-sale............ ... ... . ... (822,769) (1,237,534) (352,886)
Net increase in Customer Loans . .......uuiuiier i, (425,202) (224,062) (701,810)
Proceeds from sales of other real estate owned .......... ... .. i 227 1,573 2,215
Capital expenditiures ... ... i (14,723) (12,828) (12,597)
Proceeds from sales of buildings ... 975 2,047 -
Acquisition of commercial mortgage COMPAny .. .....o.vveiiiin e - (7,000) -
Purchase of bank-owned life InSUrance. . ... ... oo (50,000) — -
Cash from acquired banks ......... ... - - 19,530
Other INVesting aCTVILY. . . oo\ttt ettt e (87,%06) (1,476) (4,281)
Net cash used in investing aCtivVities. . .. .o e et iini e (752,486) (833,801) (500,839)
CASH FLOWS FROM FINANCING ACTIVITIES:
Net increase (decrease) in noninterest-bearing deposits ..........coooiiiii . 202,867 290,375 130,798
Net increase (decrease) in checking plus interest and savings accounts................ 608,722 357,833 (55,175)
Net increase (decrease) in certificates of deposit...........coiiiiiiiii .. 1,978 2,623 452,245
Net increase (decrease) in short-term borrowings ..................... P (29,893) 71,810 (81,682)
Proceeds from issuance of long-term debt. .......oviiiinii i - 200,000 -
Repayment of long-term debt. ... (8,300) (8,347) (15,136)
Proceeds from issuance of Shares ... ...o.o et 8,784 7,396 7,137
Repurchase of common shares ......... .. . o (53,953) (65,572) (37,109)
Dividends paid. .. ..o (81,909) (77,597) (70,641)
Net cash provided by financing activities. ............ ..., 648,296 778,521 330,437
Net increase (decrease) in cash and cash equivalents (7)............................. 231,434 39,602 47,389
Cash and cash equivalents at beginning of vear.................. ... e 314,347 274,745 227,356
Cash and cash equivalents at end of year .. ... $ 545,781 § 314,347 $274,745

See notes to consolidated financial statements.
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Statement of Changes in Consolidated Shareholders’ Equity

FOR THE YEARS ENDED DECEMBER 31, 2002, 2001 AND 2000

Accumulated
Other Com-

Common Capital Retained prehensive
(Dollars in thousands, except per share data) Total Stock Surplus Earnings Income (Loss)
BALANCE, DECEMBER 31,1999 ........................ $ 974,040 $137,292 § 47,798 § 796,192 § (7,242)
Nt INCOME . o e e e e 175,230 175,230
Unrealized gains (Josses) on securities available-for-sale,
net of reclassification adjustment, net of taxes............ 23,110 23,110
Comprehensive income .............. ... 198,340
Cash dividends paid:
Common stock ($1.02 per share) ..................... .. (70,641) (70,641)
Issuance of 119,195 shares for dividend
reinvestment and stock purchase plan........... ... ... 3,813 239 3,574
Issuance of 30,037 shares for employee stock
purchase dividend reinvestment plan .................... 968 60 908
Issuance of 165,597 shares for employee stock option plan.. 2,356 331 2,025
Purchase of 1,223,000 shares under stock repurchase plan. .. (37,109) (2,446) (34,663)
Issuance of 3,361,162 shares for bank acquisitions .......... 101,201 6,722 94,479
Vested stock OpLioNs ..ot 333 333
Transfer to capital surplus.............. o - 100,000 (100,000)
BALANCE, DECEMBER 31,2000 ............coo0oiunt. 1,173,301 142,198 214,454 800,781 15,863
Nt INCOME ... 181,295 181,295
Unrealized gains (losses) on securities available-for-sale,
net of reclassification adjustment, net of taxes............ 10,361 10,361
Comprehensive Income ..o i 191,656
Cash dividends paid:
Common stock ($1.10 per share) ................. ... .. (77,597) (77,597)
Issuance of 108,094 shares for dividend
reinvestment and stock purchase plan................. ... 4,139 216 3,923
Issuance of 23,754 shares for employee stock
purchase dividend reinvestment plan .................... 933 47 886
Issuance of 139,612 shares for employee stock option plan. . 2,324 279 2,045
Purchase of 1,594,500 shares under stock repurchase plan. .. (65,572) (3,189) (62,383)
Vested stock options. .. .. ..o 1,022 1,022
BALANCE, DECEMBER 31,2001 ...............ccooiut. 1,230,206 139,551 159,947 904,479 26,229
Net INCOME . ..o e 190,238 190,238
Unrealized gains (losses) on securities available-for-sale,
net of reclassification adjustment, net of taxes............ 29,632 29,632
Comprehensive income ............. ..o 219,870
Cash dividends paid:
Common stock {($1.18 pershare) ....................... (81,909) (81,909)
Issuance of 107,680 shares for dividend
reinvestment and stock purchase plan........... ... ..., 3,872 215 3,657
Issuance of 23,231 shares for employee stock
purchase dividend reinvestment plan .................... 921 46 875
Issuance of 237,421 shares for employee stock option plan.. 3,994 475 3,519
Issuance of 76,250 shares for restricted stock awards ........ 3,430 153 3,277
Deferred compensation — restricted stock awards .......... (2,560) (2,560)
Purchase of 1,384,200 shares under stock repurchase plan. .. (53,953) (2,768) (51,185)
Vested stock options (13) .......... oo 487 487
BALANCE, DECEMBER 31,2002(9) ................... $1,324,358 $137,672 $120,577 $1,010,248 $55,861
See notes to consolidated financial statements.
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Notes to Consolidated Financial Statements

1. SIGNIFICANT ACCOUNTING POLICIES

A. Basis of Presentation

The consolidated financial statements, which include the accounts of Mercantile Bankshares Corporation (Bankshares)
and all of its affiliates, are prepared in conformity with accounting principles generally accepted in the United States of
America and follow general practice within the banking industry. All significant intercompany transactions have been
eliminated. For purposes of comparability, certain prior period amounts have been reclassified to conform with current
period presentation.

The preparation of financial statements in conformity with accounting principles generally accepted in the United
States of America requires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities and contingent assets and liabilities at the date of the financial statements, and the disclosure of revenues and
expenses during the reporting period. These estimates and assumptions, such as the accounting for loan losses, deprecia-
tion and pension obligations, are based on information available as of the date of the financial statements and could differ
from actual results.

Assets (other than cash deposits) held for others under fiduciary and agency relationships are not included in the
accompanying balance sheets since they are not assets of Bankshares or its affiliates. Acquisitions accounted for as purchas-
es are included in the financial statements from the respective dates of affiliation.

B. Securities

Investment securities consist mainly of U.S. Government securities. Investments are classified as either “held-to-maturity”
or “available-for-sale.” Investment securities classified as “held-to-maturity” are acquired with the intent and ability to
hold until maturity and are carried at cost, adjusted for amortization of premiums and accretion of discounts. Investment
securities classified as “available-for-sale” are acquired to be held for indefinite periods of time and may be sold in
response to changes in interest rates and/or prepayment risk or for liquidity management purposes. These securities are
carried at fair value, and any unrealized appreciation or depreciation in the market value of available-for-sale securities is
reported as accumulated other comprehensive income, a separate component of shareholders’ equity, net of applicable
taxes. Amortized cost is used to compute gains or losses on the sales of securities, which are reported in the Statement of
Consolidated Income.

C. Loans

Interest income on loans is accrued at the contractual rate on the principal amount outstanding. When scheduled principal
or interest payments are past due 90 days or more on any loan, the accrual of interest income is discontinued and recog-
nized only as collected. Previously accrued but uncollected interest on these loans is charged against interest income.
Generally, the loan is restored to an accruing status when all amounts past due have been paid.

Under Statements of Financial Accounting Standards (SFAS) Nos. 114 and 118, Accounting by Creditors for
Impairment of a Loan, a loan is considered impaired, based on current information and events, if it is probable that
Bankshares will not collect all principal and interest payments according to the contractual terms of the loan agreement.
Generally, a loan is considered impaired once either principal or interest payments become 90 days past due at the end of
a calendar quarter. A loan may be considered impaired sooner if, in management’s judgment, such action is warranted.
Impaired loans do not include large groups of smaller balance homogeneous loans that are evaluated collectively for
impairment (e.g., residential mortgages and consumer installment loans). The allowance for loan losses related to these
loans is included in the allowance for loan losses applicable to other than impaired loans. The impairment of a loan is
measured based on the present value of expected future cash flows discounted at the loan’s eftective interest rate, or the
fair value of the collateral if the repayment is expected to be provided predominantly by the underlying collateral. A
majority of Bankshares’ impaired loans are measured by reference to the fair value of the collateral. Accrued interest on
impaired loans is reversed and is recognized on the cash basis.

D. Allowance for Loan Losses
The allowance for loan losses is maintained at a level considered by management to be adequate to absorb inherent losses
in the loan portfolio. Management’s assessment includes the systematic evaluation of several factors: current economic
conditions and their impact on specific borrowers and industry groups; the level of classified and nonperforming loans;
the historical loss experience by loan type; the results of regulatory examinations; and, in specific cases, the estimated
value of underlying collateral. The assessments of economic conditions, results of regulatory examinations and other risk
elements are determined primarily by management at each affiliate and reviewed by Bankshares.

The allowance is increased by the loan loss provision charged to operating expenses and reduced by loan charge-offs,
net of recoveries. The provision for loan losses is based on a continuing review of the loan portfolios, past loss experience
and current economic conditions which may affect borrowers’ ability to pay.
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E. Loans Held-for-Sale
The mortgage subsidiary of the lead bank enters into commitments to sell loans which it has originated. Generally, these
loans are held for a short term. Amounts reported are at the lower of cost or fair value.

E  Bank Premises and Equipment

Bank premises and equipment are stated at cost less accumulated depreciation and amortization. Deprectation and amorti-
zation are computed using both the straight-line and accelerated methods over the estimated useful lives of the properties.
Expenditures for repairs and maintenance are charged to operating expenses as incurred. Expenditures for improvements
which extend the life of an asset are capitalized and depreciated over the asset’s remaining useful life. Gains or losses real-
ized on the disposition of properties are reflected in consolidated income.

G. Other Real Estate Oumed
Other real estate owned consists primarily of real estate obtained through foreclosure or acceptance of deeds in lieu of
foreclosure. Other real estate owned is held for sale and 1s stated at the lower of cost or fair value.

H. Goodwill and Intangible Assets
Goodwill is the excess of the cost of Bankshares’ investment over its equity in the net assets of purchased acquisitions.
Amortization of goodwill was discontinued in 2002, in accordance with SFAS No. 142, which requires that goodwill be
reviewed at least annually for impairment. Prior to 2002, goodwill was being amortized on a straight-line basis over a 15-
year period from the respective acquisition dates. Accumulated amortization amounted to $39,781,000 at December 31,
2002 and 2001.

Intangible assets consist mainly of deposit intangibles which are being amortized on a straight-line basis over 7.5 years.
Accumulated amortization for total intangible assets was $7,909,000 and $6,326,000 at year-end 2002 and 2001, respec-
tively. These assets are reviewed annually for impairment.

I Stock Options and Restricted Stock Awards

Bankshares’ stock-based compensation plans are accounted for in accordance with the provisions of SFAS No. 123,
Accounting for Stock-Based Compensation. Under this standard, compensation cost for options is determined based on
the fair value of each option and the number of options that are granted and expected to vest. Compensation expense for
restricted stock awards is based on the closing market value of Bankshares stock on the date an award is granted.

J. Income Taxes
Deferred income taxes are calculated by applying enacted statutory tax rates to temporary differences consisting of all sig-
nificant items which are reported for tax purposes in different years than for accounting purposes.

K. Earnings Per Shate

Basic and diluted earnings per share (EPS) amounts are computed in accordance with the provisions of SFAS No. 128,
Earnings Per Share. Basic EPS is computed by dividing income available to common sharcholders by weighted average
common shares outstanding during the period. Diluted EPS is computed using the same components as in basic EPS
with the denominator adjusted for the dilutive effect of stock options and restricted stock awards.

L. Cash Flows

For purposes of reporting cash flows, cash and cash equivalents include cash and due from banks, interest-bearing deposits
in other banks, federal funds sold and securities purchased under resale agreements. Generally, federal funds are purchased
and sold for one-day periods; securities purchased/sold under resale agreements are purchased/sold for periods of one to

sixty days.

M. Derivatives and Hedging Activities

Derivatives are recognized on the balance sheet at their fair value. Bankshares has only entered into derivative contracts

that are classified as interest rate swaps. On the date that the derivative contracts were entered into, they were designated
as a hedge of the fair value of a recognized asset or liability. Changes in the fair value of a derivative that is highly effec-
tive as a fair-value hedge, along with changes in the fair value of the hedged asset or liability that are attributable to the

hedged risk, are recorded in current period earnings.

The relationship between hedging instruments and hedged items is formally documented, as well as the risk
management objective and strategy for undertaking the hedge transactions. This process includes linking the fair-value
hedges to specific assets and liabilities on the balance sheet. Both at inception and on an ongoing basis, an assessment is
made as to whether the derivatives used in hedging transactions have been highly effective in offsetting changes in the
fair value of hedged items, and whether those derivatives may be expected to remain highly effective in future periods.

N. Third-Party Private Equity Investments
Bankshares invests funds in third-party private equity investments. These investments are included in other assets and are
carried at the lower of cost or fair value. Bankshares’ proportionate share of income or loss is included in other income.
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2. INVESTMENT SECURITIES

The amortized cost and fair value of investment securities at December 31, 2002 and 2001 were as follows:

2002 2001
Gross Gross Gross Gross
Amortized Unrealized Unrealized Fair Amortized Unrealized Unrealized Fair
(Dollars in thousands) Cost Gains Losses Value Cost Gains Losses Value

Securities held-to-maturity
States and political subdivisions... $§ 38,299 $ 2,852 $ 1§ 41,150 $ 38,815 $ 1,361 $ 4 $ 40,172

Other investments ............... 15,092 - - 15,092 13,454 — 13,454
Total ... $ 53,391 $ 2,852 $ 1 8§ 56,242 $ 52,269 $ 1,361 $ 4 8 53,626
Securities available-for-sale
US Treasury..oooovevnennnnnns $1,375,703 $46,187 $ - $1,421,890 $1,530,808 $31,700 $ 5,902 $§1,556,606
U.S. Government agencies ... ... 695,970 31,659 2 727,627 498,874 15,111 3,601 510,384
States and political subdivisions. . . 549 28 - 577 649 18 - 667
Other bonds, notes
and debentures................. 344,266 6,817 149 350,934 210,104 1,653 5,033 206,724
Total bonds.......... PERPT 2,416,488 84,691 151 2,501,028 2,240,435 48,482 14,536 2,274,381
Other investments ............... 5,222 4,942 - 10,164 5,441 8,872 - 14,313
Total ..o $2,421,710 $89,633 $ 151 $2,511,192 $2,245,876 $57,354 $14,536 $2,288,694

The amortized cost and fair value of the bond investment portfolio by contractual maturity at December 31, 2002 and 2001 are
shown below:

2002 2001
Amortized Fair Amortized Fair
(Dollars in thousands) Cost Value Cost Value
Securities held-to-maturity
Within 1 year.. ... $ 3,568 $ 3,628 $ 2432 $ 2,460
L5 JOALS o ettt e e e 16,103 17,142 14,530 15,090
510 YEATS .ottt e 10,918 11,938 12,098 12,577
ALTer 10 Years. .ot 7,710 8,442 9,755 10,045
TOtal $ 38,299 $ 41,150 $ 38,815 $ 40,172
Securities available-for-sale
Within 1 year ... $ 629,085 $ 639,239 $ 535,231 $ 543,906
LoD POATS e et e e e 1,571,674 1,642,515 1,546,658 1,576,431
510 YATS .o vttt e e e 215,470 219,010 158,190 153,687
After 10 Years. oot 259 264 356 357
Total ... TR $2,416,488 $2,501,028 $2,240,435 $2,274,381

At December 31, 2002 and 2001, no single issue of investment securities exceeded 10% of shareholders’ equity. At December 31,
2002 and 2001, securities with an amortized cost of $1,011,587,000 and $966,813,000, respectively, were pledged as collateral for
certain deposits as required or permitted by law.

The gross realized gains and losses on debt and nondebt securities for 2002, 2001 and 2000 were as follows:

2002 2001 2000

Gross Gross Gross Gross Gross Gross

Realized Realized Realized Realized Realized Realized

(Dollars in thousands) Gains Losses Gains Losses Gains Losses
Securities available-for-sale

Debt ... $ 1 $679 $ - $ 67 $ - $ -

Nondebt ... 1,524 - 4,315 - 69 -

Total oo $1,525 $679 $4,315 % 67 $ 69 $ -
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3. LOANS AND ALLOWANCE FOR LOAN LOSSES

Loans at December 31, 2002 and 2001 were as follows:

(Dollars in thousands) 2002 2001
ComMMEICIAl. oottt e e $4,317,263 $4,048,018
LG7eY 130 2 Tt (oo A U 810,985 652,486
Residential real eState ... ..ot 1,066,694 1,060,519
COMSUIMIET oot e 1,014,905 991,341
Lease FNanCIIE. <« it ittt e e 102,180 153,882

dotal. o $7,312,027 $6,906,246

At December 31, 2002 and 2001, $33,371,000 and $32,919,000, respectively, were considered nonaccrual loans (loans in
which interest income is recognized only as collected). Interest income on nonaccrual loans that would have been recorded
if accruing was $2,790,000 and $3,737,000 in 2002 and 2001, respectively. Interest income on nonaccrual loans that was
recorded totaled $641,000 and $1,593,000 in 2002 and 2001, respectively. See Note 1C for an explanation of the nonaccrual
loan policy.

The changes in the allowance for loan losses follow:

(Dollars in thousands) 2002 2001 2000
Allowance balance at beginning of year .............. .. $141,463  8138,612  $117,997
Allowance of acquired banks ......... oo - - 5,868
Charge-offs . ..o (22,221) (13,328) (6,206)
RECOVEIIES . i 2,981 2,745 3,722
Provision for 1oan 1osses ... ... oot i 16,378 13,434 17,231
Allowance balance at end of year ... $138,601 $141,463 $138,612

Information with respect to impaired loans and the related valuation allowance (if the measure of the impaired loan is less
than the recorded investment) as of December 31, 2002 and 2001 is shown below. Refer to Note 1C for an expanded dis-
cussion on impaired loans.

(Dollars in thousands) 2002 2001
Impaired loans with a specific valuation allowance........ ... ... .. ... $ 13,751  § 47,963
All other impaired 10ans .. ... 16,813 6,379

Total impaired 10ans . .. ..o $ 30,564 § 54,342
Specific allowance for loan losses applicable to impaired loans...........................o L. $ 5,251 § 10,484
General allowance for loan losses applicable to other than impaired loans .................... 133,350 130,979

Total allowance for 10an Losses .. ... ittt $138,601 $141,463
Year-to-date interest income on impaired loans recorded on the cash basis ................ .. $ 563 & 510
Year-to-date average recorded investment in impaired loans during the period ............... $ 53,777 $ 33,095
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4. BANK PREMISES AND EQUIPMENT

Bank premises and equipment at December 31, 2002 and 2001 consisted of the following:

(Dollars in thousands) 2002 2001
$ 21,000 $ 21,120

121,180 117,364

79,904 76,617

222,094 215,101

Accumulated depreciation and amortization (119,666)  (113,806)

Bank premises and equipment, net $ 102,428 $101,295

Bankshares’ bank affiliates conduct a part of their branch banking operations from leased facilities. Generally, the initial
terms of the leases range from a period of 1 to 15 years. Most of the leases contain options for renewal at the fair rental
value for periods of 1 to 20 years. In addition to minimum rentals, certain leases have escalation clauses based on various
price indices and include provisions for additional payments to cover taxes, insurance and maintenance.

Total rental expense for 2002, 2001 and 2000 was:

(Dollars in thousands) 2002 2001 2000
Bank premuises™® ... $ 6,092 $ 5,949 $ 4,855
Equipment/software eXPense .. .......tutrn et 4,456 4,730 5,451

Total rental eXpense .. ... $10,548 $10,679 $10,306

*Amounts do not reflect offset for rental income.

At December 31, 2002, the aggregate minimum rental commitments under noncancelable operating leases were as follows:

2003-$9,760,000; 2004-$6,026,000; 2005-$4,849,000; 2006-$3,757,000; 2007-$3,285,000; thereafter-$20,535,000.
5. DEPOSITS

Included in time deposits are certificates of deposit issued in denominations of $100,000 and over, which totaled
$1,144,361,000 and $1,050,579,000 at December 31, 2002 and 2001, respectively. At December 31, 2002, the amount out-
standing and maturity distribution of certificates of deposit issued in amounts of $100,000 and over are presented in the
following table:

Maturing

Over 1 Over 2 Over 3 Over 4
1 year through through  through  through Over
(Dollars in thousands) Total or less 2 years 3 years 4 years 5 years 5 years

Certificates of deposit-—
$100,000 and over.................. $1,144,361 $837,875 $156,418 $57,424 $28,733 $61,901 $2,010

Interest on deposits for the years ended December 31, 2002, 2001 and 2000 consisted of the following:

(Dollars in thousands) 2002 2001 2000
R o= $ 8,405 § 12,899 § 16,524
Checking plus interest. . .. ... . e 2,908 5,255 7,500
Money market ... o e 14,223 21,839 24,338
Time—38100,000 and OVer.. ..ottt 34,671 62,350 51,525
Other tITIe o 62,362 97,360 82,561

Total interest on depPosits .. ..ottt $122,569  $199,703  $182,448
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6. SHORT-TERM BORROWINGS

The following table provides selected information on Bankshares’ short-term borrowings and applicable weighted average
interest rates at December 31, 2002 and 2001:

Year-end During Year
2002 (Dollars in thousands) Amount  Rate Highest Average  Rate
Federal funds purchased and securities
sold under repurchase agreements .................. $564,616 .88% $777,798 $578,547 1.35%
Commercial paper........ooiiiiiiiiiii i 258,769 .60 270,495 229,994 1.19
Other short-term borrowings .................coaiet. - - 50,000 37,397 1.90
Total. ..o $823,385 79% $845,938 1.33%
2001 (Dollars in thousands)
Federal funds purchased and securities
sold under repurchase agreements .................. $ 608,527 1.40% $648,580 $512,784 3.40%
Commercial paper...........ooiiiiiiiiiii i, 244,751 1.35 296,833 231,664  3.30
Other short-term borrowings ......................... — — 2,500 459  6.78
Total. ..o $853,278 1.38% $744907 3.37%

Other short-term borrowings consist of borrowings from the Federal Home Loan Bank. During 2002 and 2001, com-
mercial paper borrowings were partially supported by back-up lines of credit of $40,000,000. Unused lines of credit at
December 31, 2002 were $40,000,000. These lines of credit are paid for annually on a fee basis of .09%.

1. LONG-TERM DEBT

Long-term debt at December 31, 2002 and 2001 consisted of the following:

(Dollars in thousands) 2002 2001
5.51% Federal Home Loan Bank borrowings. ..., $ 10,000 $ 10,000
5.71% Federal Home Loan Bank borrowings. ......... ... i 7,500 7,500

5.70% Unsecured senior notes
Book value. .. oo 199,641 199,620
Interest rate swap adjuStMent ....... ... ... ottt 11,673 (14,383)
Adjusted balance ... ... e 211,314 185,237
6.72% TUnsecured SEMIOT MOES . . o . ettt et e e e e e e e e 35,000 35,000
6.80% TUnsecured SEIOL THOES . . .o v vttt et et e e e e e e e e e 15,000 15,000
6.94% Unsecured SENIOT NOLES . . ... .ttt e 8,400 16,700
Total . o $287,214  $269,437

The 5.51% Federal Home Loan Bank borrowings are due on June 23, 2008. Interest is payable quarterly, on March 23,
June 23, September 23 and December 23, until maturity.

The 5.71% Federal Home Loan Bank borrowings are due on September 28, 2004. Interest is payable quarterly, on
March 28, June 28, September 28 and December 28, until maturity.

The 5.70% senior notes are due on Novemnber 15, 2011. Interest is payable semiannually, on May 15 and November 15,
until maturity. The debt has a face value of $200 million, with an unamortized discount of $359,000 based on an effective rate
of 5.725%. These fixed-rate notes were converted to a floating rate through an interest rate swap. This swap was designated as a
hedge of the fair value of the debt; therefore, the debt has been adjusted to reflect the change in the fair value of the swap.

The 6.72% senior notes are due on April 30, 2006. Interest is payable semiannually, on April 30 and October 30, until
maturity.

The 6.80% senior notes are due on April 30, 2009. Interest is payable semiannually, on April 30 and October 30, until
maturity.

The 6.94% senior notes are due on June 30, 2003. Interest is payable semiannually, on June 30 and December 30, until
maturity.

The annual maturities on all long-term debt over the next five years are: 2003-$8,400,000; 2004-$7,500,000; 2005-$0;
2006-$35,000,000; 2007-$0.
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8. COMMITMENTS

Bankshares is a party to financial instruments that are not reflected in the balance sheet, which include commitments to
extend credit and standby letters of credit. Various commitments to extend credit (lines of credit) are made in the normal
course of banking business. Letters of credit are issued for the benefit of customers by affiliated banks. These commitments
are subject to loan underwriting standards and geographic boundaries consistent with Bankshares’ loans outstanding.
Bankshares’ lending activities are concentrated in Maryland, Delaware and Virginia.

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any condition
established in the contract. Commitments generally have fixed expiration dates or other termination clauses and may require
payment of a fee. Since many of the commitments are expected to expire without being drawn upon, the total commitment
amounts do not necessarily represent future cash requirements. Total commitments to extend credit were $2,984,302,000 at
December 31, 2002 and $3,055,291,000 at December 31, 2001.

Standby letters of credit are commitments issued to guarantee the performance of a customer to a third party.
Qutstanding letters of credit were $241,142,000 at December 31, 2002 and $197,546,000 at December 31, 2001.

Bankshares has committed to invest funds in third-party private equity investments. At December 31, 2002 and 2001,
$15,243,000 and $13, 352,000, respectively, remained unfunded.

9. SHAREHOLDERS' EQUITY

The Board of Directors has the authority to classify and reclassify any unissued shares of preferred stock by fixing the
preferences, rights, voting powers (which may include separate class voting on certain matters), restrictions and qualifications,
dividends, times and prices of redemption and conversion rights.

The Corporation has a Dividend Reinvestment and Stock Purchase Plan. The Plan allows shareholders to automatically
invest their cash dividends in Bankshares stock at a price which is 5% less than the market price on the dividend payment
date. Plan participants also may make additional cash payments to purchase stock through the Plan at the market price. The
number of shares of common stock which remain available for issuance under the Plan is 591,971 shares. The Corporation
reserves the right to amend, modify, suspend or terminate the Plan at any time at its discretion.

The Corporation has an Employee Stock Purchase Plan. The Plan allows employees (other than executive officers of the
Corporation) to purchase stock through payroll deduction and dividend reinvestment at the then current market price for
employee purchases and at 95% of market for dividend reinvestment. The number of shares of common stock which remain
available for issuance under the Plan is 788,564 shares. The Corporation reserves the right to amend, modify, suspend or ter-
minate the Plan at any time at its discretion.

The Board of Directors has approved plans authorizing the Corporation to purchase shares of its common stock.
Purchases may be made from time to time, subject to regulatory requirements, in the open market or in privately negotiated
transactions. Purchased shares will be used from time to time for corporate purposes including issuance under the
Corporation’s dividend reinvestment plans and stock-based compensation plans. The number of shares remaining available for
purchase under the plans was 1,481,828 shares at December 31, 2002.

Pursuant to a Shareholders Protection Rights Agreement adopted in June 1999, each share of outstanding common stock
carries a right, initially for the purchase of 1/1,000 of a share of preferred stock at an exercise price of $150 (subject to
adjustment). The rights, which do not carry voting or dividend rights, may be redeemed by Bankshares at $.01 per right. The
rights expire on September 29, 2009 unless sooner exercised, exchanged or redeemed. The rights will not become exercis-
able and will not trade separately from the common stock until the tenth business day (or such other date as the Board of
Directors selects) after commencement of a tender or exchange offer for, or announcement of the acquisition by a person or
group of, 10% or more of the outstanding common stock. Upon exercisability of the rights after acquisition by a person or
group (acquiring person) of 10% or more of the outstanding common stock or upon certain business combinations or other
defined transactions involving Bankshares, each right (except rights of the acquiring person, which become void) will entite
its holder to acquire common stock (or at Bankshares’ discretion, preferred stock) of Bankshares, or common stock of the
acquiring entity in a business combination or other defined transaction, with a value of twice the then current exercise price
of the right. In certain such cases, Bankshares may exchange one share of common stock (or at Bankshares’ discretion,
171,000 of a share of preferred stock) for each right which has not become void. The Board of Directors has classified
1,600,000 shares of preferred stock as Class A Preferred Stock for potential issuance on exercise of rights.
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Cash dividends paid to the holding company (Bankshares) by its consolidated subsidiaries for the years ended 2002,
2001 and 2000 were $135,743,000, $126,933,000 and $127,270,000, respectively. The amount of dividends that Bankshares’
affiliates could have paid to the holding company without approval from bank regulators at December 31, 2002 was
$814,561,000.

Earnings Per Share

Basic earnings per share (EPS) is computed by dividing income available to common shareholders by weighted average com-
mon shares outstanding, which were 69,545,591 for 2002, 70,573,594 for 2001 and 69,173,173 for 2000. Diluted EPS is
computed using the same components as in basic EPS with the denominator adjusted for the dilutive effect of stock options
and restricted stock awards. The adjusted weighted average shares were 70,067,292 for 2002, 71,199,340 for 2001 and
69,718,871 for 2000. The following tables provide a reconciliation between the computation of basic EPS and diluted EPS
for the years ended December 31, 2002, 2001 and 2000:

Net Weighted Average
2002 (In thousands, except per share data) Income Common Shares EPS
Basic EPS ... $190,238 69,546 $2.74
Dilutive effect of stock options and restricted stock awards . ......... 521
Diluted EPS .. $190,238 70,067 $2.72
Net Weighted Average
2001 (In thousands, except per share data) Income Common Shares EPS
Basic EPS .o $181,295 70,574 $2.57
Dilutive effect of stock options and restricted stock awards .......... 625
Diluted EPS ... o $181,295 71,199 $2.55
Net Weighted Average
2000 (In thousands, except per share data) Income Common Shares EPS
Basic EPS .o $175,230 69,173 $2.53
Dilutive effect of stock options and restricted stock awards .......... 546
Diluted EPS ... o $175,230 69,719 $2.51

Comprehensive Income

The two major components of comprehensive income are net income and other comprehensive income. Other comprehen-
sive income includes such items as net unrealized gains and losses on securities available-for-sale. The following table sum-
marizes the related tax effect of unrealized gains (losses) on securities available-for-sale for each of the three years in the
period ended December 31, 2002. The net amount is included in “Accumulated Other Comprehensive Income (Loss)” in
the Statement of Changes in Consolidated Shareholders’ Equity on page 35.

2002 2001 2000
Tax Tax Tax
Pretax  (Expense) Net Pretax  (Expense) Net Pretax  (Expense) Net
(Dollars in thousands) Amount Benefit  Amount  Amount Benefit  Amount  Amount Benefit Amount
Unrealized gains (losses) on
securities available-for-sale:
Unrealized holding gains (losses)
arising during the period...... $ 47,512 $(17,369) $30,143  $21,601 § (8,672) $12,929 §37327 §(14,175) $23,152
Reclassification adjustment
for (gains) losses included
in netincome................. (846) 335 (511) (4,248) 1,680 {2,568) (69) 27 (42)
Total................. $ 46,666 $(17,034) $29,632 $17,353 § (6,992) $10,361  $37258 §(14,148) § 23,110
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Capital Adequacy

Bankshares and its bank affiliates are subject to various regulatory capital requirements administered by the federal and
state banking agencies. Failure to meet minimum capital requirements can initiate certain mandatory—and possibly addi-
tional discretionary—actions by regulators that, if undertaken, could have a direct material eflect on Bankshares’ financial
statements. Under capital adequacy guidelines and the regulatory framework for prompt corrective action, Bankshares and
its bank affiliates must meet specific capital guidelines that involve quantitative measures of Bankshares assets, liabilities,
and certain off-balance sheet items as calculated under regulatory accounting practices. Bankshares’ capital amounts and
classification are also subject to qualitative judgments by the regulators about components, risk weightings, and other
factors.

Quantitative measures established by regulation to ensure capital adequacy require Bankshares and its bank affiliates to
maintain at least the minimum amounts and ratios (set forth in the table below) of Tier I capital (as defined in the
regulations) to risk-weighted assets (as defined). Management believes that, as of December 31, 2002, Bankshares and its
bank affiliates exceeded all capital adequacy requirements to which they are subject.

As of December 31, 2002, the most recent notification from the primary regulators for each of Bankshares’ affiliate
banking institutions categorized them as well capitalized under the prompt corrective action regulations. To be categorized
as well capitalized, a bank must maintain certain capital ratios above minimum levels, as set forth in the table below. These
capital ratios include Tier I capital and total risk-based capital as percents of net risk-weighted assets and Tier I capital as a
percent of adjusted average total assets (leverage ratio). There are no conditions or events since the last notifications that
management believes have changed the affiliate banks’ category.

Actual capital amounts and ratios are also presented in the table below for Bankshares and Mercantile-Safe Deposit and
Trust Company (MSD&T), the lead bank. No deduction from capital is required for interest rate risk.

Minimum Ratio to be

Minimum Ratio Well Capitalized Under
for Capital Prompt Corrective
Adequacy Purposes Action Provisions
(Dollars in thousands) Bankshares MSD&T Bankshares MSD&T Bankshares MSD&T
As of December 31, 2002
Tier I capital................... $1,151,831 § 430,375
Total risk-based capiral ......... 1,250,550 473,185
Net risk-weighted assets........ 7,677,476 3,407,691
Adjusted average total assets . . .. 10,281,071 4,246,480
Tier I capital ratio.............. 15.00% 12.63% 4.00% 4,00% ()} 6.00%
Total capital ratio .............. 16.28% 13.89% 8.00% 8.00% (1) 10.00%
Leverage ratio.................. 11.20% 10.13% 4.00% 4.00% ()} 5.00%
As of December 31, 2001
Tier L capital................... $ 1,092,262 $ 379,687
Total risk-based capital ......... 1,185,518 418,309
Net risk-weighted assets........ 7,088,939 2,982,498
Adjusted average total assets .. .. 9,413,946 3,593,194
Tier I capital ratio.............. 15.41% 12.73% 4.00% 4.00% (D 6.00%
Total capital ratio .............. 16.72% 14.03% 8.00% 8.00% (1) 10.00%
Leverage ratio.................. 11.60% 10.57% 4.00% 4.00% (1) 5.00%

(1) Bankshares is not subject to this requirement.
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10. INCOME TAXES

Applicable income taxes on net income for 2002, 2001 and 2000 consisted of the following:

2002 2001 2000
(Dollars in thousands) Federal State Total Federal State Total Federal State Total
Current tax expense............ $ 90,308  $4,929 § 95,237 $ 88,436  §1,884 § 90,320 $94,636  $2,653 $97,289
Deferred tax expense........... 9,159 1,934 11,093 12,082 2,641 14,723 1,010 661 1,671
Total ...l $ 99,467 $6,863 $106,330  $100,518  §4,525 $105,043 $95,646 83,314 §$98,960

Significant components of the Corporation’s deferred tax assets and Habilities as of December 31, 2002 and 2001 were as
follows:

(Dollars in thotisands) 2002 2001
Deferred tax assets:
Allowance for 10an 1osses ...ttt $ 52,659 $53,867
Accrued employee benefits ... ... - 2,158
Accrued Other eXPenses ... ... . .ot - -
Write-downs of other real estate owned ... ... ... L 112 .« 90
Deferred INCOIIIE . oottt 38,468 29,249
Purchase accounting adjustment ... .. ... 1,017 1,017
Total deferred tax asSetS . .ottt e e 92,256 86,381
Deferred tax liabilities:
Net unrealized gains on securities available-for-sale........................... ... .. ... 33,623 16,589
DEPreCIatiOn ..o v ettt ettt et e e e 70,200 57,705
Accrued employee beneflts ... ... 4,939 -
Premium paid on purchased deposits........... ... 2,125 2,765
Prepaid 10emmis. . ..ot 152 152
Other . . 196 22
Total deferred tax labilities . ... ... .. . .. 111,235 77,233
Net deferred tax assets/(liabilities) .. ... ..ot $(18,979) § 9,148

A reconciliation between actual tax expense and taxes computed at the statutory federal rate of 35% for each of the three
years in the period ended December 31, 2002 follows:

2002 2001 2000
% of % of % of
Pretax Pretax Pretax
(Dollars in thousands) Amount  Income Amount  Income Amount Income
Tax computed at statutory rate ............. $103,799 35.0% $100,218 35.0% $95,967 35.0%
Increases (decreases) in tax resulting from:
Tax-exempt interest income ............. (3,243) (1.1) (3,345) (1.2) (2,903) (1.1)
State income taxes, net of federal
income tax benefit ................... 4,461 1.5 2,941 1.0 2,155 8
Nondeductible goodwill amortization ... - - 3,044 1.1 1,824 7
Other,net ...........oiiiiii it 1,313 .5 2,185 .8 1,917 v
Actual tax expense ................... $106,330 35.9% $105,043 36.7% $98,960 36.1%

11. RELATED PARTY TRANSACTIONS

In the normal course of banking business, loans are made to officers and directors of Bankshares and its affiliates, as well as
to their related interests. In the opinion of management, these loans are consistent with sound banking practices, are within
regulatory lending limitations and do not involve more than the normal risk of collectibility. At December 31, 2002 and
2001, loans to executive officers and directors of Bankshares and its principal affiliates, including loans to their related inter-
ests, totaled $64,306,000 and $55,369,000, respectively. During 2002, loan additions and loan deletions were $45,494,000
and $36,557,000, respectively.
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12. PENSION AND OTHER POSTRETIREMENT BENEFIT PLANS

Bankshares sponsors qualified and nonqualified pension plans and other postretirement benefit plans for its employees. With regard
to the pension plans, there is no additional minimum pension liability required to be recognized. Included in the other postretire-
ment benefit plans are health care and life insurance. All Bankshares affiliates have adopted the same health care and life insurance
plans, except for one affiliate which has separate benefit plans. Employees were eligible for company-paid health care benefits if
their age plus length of service was equal to at least 65 as of December 31, 1990. Employees may become eligible for company-
paid life insurance benefits if they qualify for retirement while working for Bankshares.

The following table provides a reconciliation of the changes in the plans’ benefit obligations and fair value of assets for each of
the two years in the period ended December 31, 2002:

Pension Benefits
2002 2001 Other Benefits
Non- Non-

(Dollars in thousands) Qualified qualified Total  Qualified qualified Total 2002 2001
CHANGE IN BENEFIT OBLIGATION

Benefit obligation at beginning of year....... $144,043 $ 4,217 $148,260 $122965 $ 3,324 $126,289 % 11,482 $ 10,986
Service COost....viuiiiiiin i 4,058 390 4,448 3,650 223 3,873 182 171
Interest CoSt....vviuiinnini i 9,731 332 10,063 9,236 243 9,479 939 872
Amendments. .....o.oovit it - - - 2,085 94 2,179 - -
Actuarial (gain) loss ............. ol 5,213 1,074 6,287 11,465 429 11,894 1,805 1,014
Acquisition ... - - - 1,257 - 1,257 - ~
Benefits paid . ... (7,885) 27) (7,912) (6,615) (96) (6,711) (1,364) (1,561)
Benefit obligation at end of year............. 155,160 5,986 161,146 144,043 4,217 148,260 13,044 11,482
CHANGE IN PLAN ASSETS

Fair value of plan assets at beginning of year .. 155,285 - 155,285 145,212 - 145,212 - -
Actual return on plan assets. ................. (13,589) - (13,589) (2,192) - (2,192) - -
ACQUISILION . ..vvvtieni e - - - 1,218 - 1,218 - -
Employer contribution ................ ... .. 20,124 27 20,151 17,662 96 17,758 1,364 1,561
Plan participants’ contributions .............. - - - - - - 1,126 902
Benefitspaid................ (7,885) 27 (7,912) (6,615) (96) (6,711) (2,490) (2,463)
Fair value of plan assets at end of year........ 153,935 - 153,935 155,285 - 155,285 - -
Funded status ... (1,225) (5,986) (7,211) 11,242 (4,217) 7,025 (13,044) (11,482)
Unrecognized net actuarial (gain) loss......... 42,296 2,009 44,305 12,418 1,029 13,447 3,106 1,625
Unrecognized prior service cost ............. 6,434 212 6,646 7,430 235 7,665 - —
Unrecognized transition (asset)/obligation. . .. - 193 193 - 292 292 - -
Prepaid (accrued) benefit cost................ $ 47,505 $(3,572) $ 43,933 § 31,090 $(2,661) $ 28,429 $§ (9,938) § (9,857)

The components of net periodic benefit cost for the pension plans for 2002, 2001 and 2000 follow:

Pension Benefits

2002 2001 2000

Non- Non- Non-
(Dollars in thousands) Qualified qualified Total  Qualified qualified Total  Qualified qualified Total
Service Cost....vviiiiiiiiiiii i $ 4,058 $390 $ 4,448 $ 3,650 $223 $ 3,873 $ 3,778 $230 §$ 4,008
Interest Cost....ov v iviiiiin i 9,731 332 10,063 9,236 243 9,479 8,441 261 8,702
Expected return on plan assets.......... (12,158) - (12,158) (11,582) - (11,582) (11,631) - (11,631)
Amortization of prior service cost ...... 996 23 1,019 819 15 834 819 15 834
Recognized net actuarial (gain) loss.. ... - 94 94 - 36 36 (192) 48 (144)
Amortization of transition asset.......... - 99 99 (692) 99 (593) (695) 99 (596)
Net periodic benefit cost............... $ 2,627 $938 § 3,565 $ 1,431 $616 § 2,047 § 520 $653 § 1,173
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The components of net periodic benefit cost for the other postretirement benefit plans for 2002, 2001 and 2000 follow:

Other Benefits
(Dollars in thousands) 2002 2001 2000
SEIVICE COSL. .ttt e $ 182 $ 171 $ 155
INEEIESE COSE. .. et 939 872 790 -
Expected return on plan assets. ... - - -
Amortization of Prior ServiCe COSt .. ..ut ittt - - -
Recognized net actuarial (gain) loss.............o i 324 16 3
Amortization of transition ASSEL. .. .....vu ittt e - - -
Net periodic benefit cost. . ... $1,445 $1,059 $ 948
The assumptions used in the measurement of the benefit obligation are shown in the following table:
Pension Benefits Other Benefits

As of December 31, 2002 2001 2002 2001
DiScount rate .....o.ooit i 6.50% 7.00% 6.50% 7.00%
Expected return on plan assets........... ... oo 8.00% 8.00% N/A N/A
Rate of compensation Increase. ............oooviiiniiniiineai...n 4.00% 4.50% 4.00% 4.50%

For measurement purposes, a 4.5% annual rate of increase in the per capita cost of covered health care benefits was assumed
for 2003 and assumed to remain at that level thereafter. This rate represents Bankshares’ portion of the annual rate of increase.
Assumed health care cost trend rates have a significant effect on the amounts reported for the health care plans. A 1% change
in assumed health care cost trend rates would have the following effects:

1% Increase 1% Decrease
Effect on total of service and interest cost components ............... $ 69 $ (35)
Effect on postretirement benefit obligation........................ ... $697 $(564)

13. STOCK PLANS

Ommnibus Stock Plan (1989)

The Omnibus Stock Plan adopted in 1989 permitted the grant of stock options and other stock incentives to key employees
of Bankshares and its affiliates. The 1989 Plan provided for the issuance of up to 2,902,500 shares of Bankshares authorized
but unissued common stock. Options outstanding were granted at market value and include both stock options which
become exercisable cumulatively at the rate of 25% a year and those which are exercisable immediately on grant. If certain
levels of earnings per share of Bankshares and net income of affiliates are not achieved, all or a portion of those options
which become exercisable at the rate of 25% a year are forfeited and become available for future grants. All options will ter-
minate 10 years from date of grant if not exercised. No further grants will be made under the 1989 Plan.

1999 Omnibus Stock Plan

The 1999 Omnibus Stock Plan permits the grant of stock options and other stock incentives, including restricted stock
awards, to key employees of Bankshares and its affiliates. The 1999 Plan provides for the issuance of up to 3,000,000 shares
of Bankshares authorized but unissued common stock. Options outstanding were granted at market value and include
both performance-based and nonperformance-based options. Options become exercisable ratably over three or four years.
If certain levels of earnings per share of Bankshares and net income of affiliates are not achieved, all or a portion of the
performance-based options are forfeited and become available for future grants. All options will terminate 10 years from
date of grant if not exercised. Restricted stock awards outstanding were granted at market value and vest ratably over three
years or in total at the end of a specified three-year period.

The table on the next page summarizes activity under the Omnibus Stock Plan and the 1999 Omnibus Stock Plan during
the three years ended December 31, 2002:
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Options Issued  Weighted Average
and Qutstanding Exercise Price

1,003,626 $15.554
1,077,050 25.349
(62,184) 25.494
(181,908) 16.130

Balance, December 31, 2000 1,836,584 20.904

Granted 131,500 39.546

(220,934) 27.350

(143,935) 17.311
Balance, December 31, 2001 1,603,215 21.868
Granted 160,250 44,996
Terminated/forfeited (221,407) 25.360
Exercised ' (238,969) 17.587
Balance, December 31, 2002 1,303,089 24.903

Options exercisable at December 31, 2002 729,522 18.767

The following table provides selected information on stock options outstanding and exercisable at December 31, 2002:

Options Outstanding Options Exercisable
Weighted Average

Remaining Weighted Weighted
Number Contractual Average Number Average
Exercise Prices Outstanding Life (Years) Exercise Price Exercisable Exercise Price
$14.583-~$18.417 469,106 2.28 $14.782 469,106 $14.782
$25.344~$35.125 594,645 7.15 25.515 256,666 25.740
$36.813-~845.170 239,338 8.89 43.224 3,750 40.107

The weighted average fair value of options granted during 2002, 2001 and 2000 was $11.10, $8.35 and $5.13, respectively.
Compensation cost associated with the options granted and expected to vest for 2002, 2001 and 2000 was $1,189,000,
$482,000 and $1,022,000, respectively.

The weighted average fair value of options granted is estimated as of the grant date using the Black-Scholes option pricing
model. The following weighted average assumptions were used as inputs to the Black-Scholes model for grants in 2002, 2001
and 2000, respectively: '

¢ Dividend yield of 2.49%, 2.71% and 3.79% ¢ Risk-free interest rate of 4.55%, 4.88% and 6.54%
« Volatility of 26.41%, 26.72% and 25.58% « Expected term of 5.4, 3.8 and 3.8 years

‘Weighted averages are used because of varying assumed expected exercise dates. Compensation cost is determined based on
the fair value of each option and the number of options that are granted and expected to vest.

During 2002, 76,250 restricted stock awards were granted. There were no restricted stock awards granted during 2001 and
2000. Total compensation expense associated with the restricted stock awards for 2002 was $872,000 and none for 2001 and
2000. Compensation expense is recognized on a straight-line basis over a three-year vesting period.

14. ACQUISITIONS

The following table provides information concerning acquisitions completed during the three years ended December 31,
2002. These acquisitions were accounted for as purchases. The results of operations of these acquisitions subsequent to the
acquisition dates are included in Bankshares’ Statements of Consolidated Income. Individually, the results of operations of
these acquisitions prior to the acquisition dates were not material to Bankshares’ results of operations.

Common Shares Cash Asset Deposit
(Dollars in thousands) Issued Paid Size Goodwill Intangible
Date Acquisition
March 2001 Columbia National Real
Estate Finance LLC - $7,000 $ 200 $ 6,750 $ _
December 2000 The Bank of Fruitland 1,100,000 - 133,000 22,580 2,200
July 2000 Union National Bank 2,261,162 — 297,000 41,178 5,128
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15. SEGMENT REPCRTING

Operating segments are defined as components of an enterprise about which separate financial information is available that
management relies on for decision making and performance assessment. Bankshares has three reportable segments: its 19
Community Banks, the Banking Division of Mercantile-Safe Deposit and Trust Company (MSD&T) and the Investment and
Wealth Management (IWM) Division of MSD&T. The Community Banks operate in smaller geographic areas than MSD&T,
which operates in a large metropolitan area. The accounting policies of the segments are the same as those described in
Footnote No. 1. However, the segment data reflect intersegment transactions and balances.
The following tables present selected segment information for the years ended December 31, 2002, 2001 and 2000. The
components in the “Other” column consist of amounts for the nonbank affiliates and intercompany eliminations. Certain
expense amounts such as operations overhead have been reclassified from internal financial reporting in order to provide
for full cost absorption. These reclassifications are shown in the “Adjustments” line. Goodwill amortization charges for the
Community Banks were $0, $7,851,000 and $4,367,000 for 2002, 2001 and 2000, respectively. Goodwill amortization
charges for MSD&T-Banking were $0 for 2002, $1,221,000 for 2001 and $846,000 for 2000. For comparability with the
current period presentation, prior period amounts have been reclassified to reflect the merger of The Sparks State Bank,
previously reported under Community Banks, into MSD&T.

MSD&T- MSD&T- Total Community
2002 (Dollars in thousands) Banking WM MSD&T Banks Other Total
Net interest income................ $ 146,249 $ - $ 146,249 $ 297,882 $ (2,327) $ 441,804
Provision for loan losses............ (11,735) - (11,735) (4,643) - (16,378)
Noninterest income................ 40,174 67,965 108,139 49,950 (14,339) 143,750
Noninterest expenses .............. (89,927) (45,617) (135,544) (151,346) 14,282 (272,608)
Adjustments ... o 15,491 (2,219) 13,272 (8,419) (4,853) -
Income (loss) before income taxes . . 100,252 20,129 120,381 183,424 (7,237) 296,568
Income tax (expense) benefit....... (36,160) (8,052) (44,212) (63,782) 1,664 (106,330)
Net income (loss) .................. $ 64,092 $ 12,077 $ 76,169 § 119,642 $ (5,573) $ 190,238
Average assets..............oo.oi... $4,138,932 - $4,138,932  § 6,252,720 $ (268,195) $10,123,457
Average equity . ........viii il 435,308 - 435,308 786,474 36,185 1,257,967
MSD&T- MSD&T- Tortal Community
2001 (Dollars in thousands) Banking WM MSD&T Banks Other Total
Net interest iIncome................ $ 140,764 $ - $ 140,764 § 278,421 $ (944) § 418,241
Provision for loan losses............ (7,238) - (7,238) (6,196) - (13,434)
Noninterest income................ 40,314 69,046 109,360 46,343 (10,213) 145,490
Noninterest expenses .............. (86,150) (40,469) (126,619) (145,436) 8,096 (263,959)
Adjustments ... 11,634 {1,363) 10,271 (17,968) 7,697 -
Income (loss) before income taxes .. 99,324 27,214 126,338 155,164 4,636 286,338
Income tax (expense) benefit....... (36,061) (10,886) (46,947) (56.678) (1,418) (105,043)
Net income (loss) .................. § 63,263 $ 16,328 $ 79591 § 98,486 $ 3218 § 181,295
Average assets .. ........ooii . $3,746,151 - $ 3,746,151  § 5,657,733 $ (176,682) § 9,227,202
Average equity ............... . ... 410,425 - 410,425 674,869 111,764 1,197,058
MSD&T- MSD&T- Total Community
2000 (Dollars in thousands) Banking WM MSD&T Banks Other Total
Net interest INCOME. ............... $ 152,469 $ — $ 152,469 § 256,990 $ (74) §& 409,385
Provision for loan losses . ........... (8,541) - (8,541) (8,690) - (17,231)
Noninterest INCOMeE. .. ...ovnn.... 25,346 69,728 95,074 41,489 (11,022) 125,541
Noninterest expenses .............. (75,144) (38,404) (113,548) (133,124) 3,167 (243,505)
Adjustments ... 11,974 (2,236) 9,738 (12,879) 3,141 -
Income (loss) before income taxes .. 106,104 29,088 135,192 143,786 (4,788) 274,190
Income tax {expense) benefit....... (38,308) (11,635) {49,943) (52,476) 3,459 (98,960)
Net income {(loss) .................. $ 67,796 § 17,453 $ 85,249 $ 91,310 $  (1,329) § 175,230
Average assets...........iiiiii.. $3,374,671 - $ 3,374,671 $ 5,057,570 $ (132,923) $ 8,299,316
Average equity...............oon. 387,061 - 387,061 611,914 55,096 1,054,071
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16. QUARTERLY RESULTS OF OPERATIONS (UNAUDITED)

The following is 2 summary of the unaudited quarterly results of operations:

Three months ended
2002 (Dollars in thousands, except per share data) Dec. 31 Sept. 30 June 30 March 31
Net interest income $112,277 $111,914 $110,425 $107,188
Provision for loan losses 4,935 3,244 5,116 3,083
Net income 48,503 48,615 46,945 46,175
Per share of common stock:

.70 .70 .67 .66
.70 .69 .67 .60

Three months ended

2001 (Dollars in thousands, except per share data) Dec. 31 Sept. 30 June 30 March 31
INEt INLErest INCOITIE & o vttt ettt et e e e et e e e e $104,764 $104,599 $103,908 $104,970
Provision for loan losses ........... .. ... ... ... ... ... 4,204 3,101 3,178 2,951
NEt INCOMIE . e e e e e 44,234 46,079 44,624 46,358
Per share of common stock:
BasiC. ..o .63 .66 .63 .65
Diluted. ... . .63 .65 .62 .65

17. FAIR VALUE OF FINANCIAL INSTRUMENTS

The estimated fair values of Bankshares’ financial instruments at December 31, 2002 and 2001 were as follows:

2002 2001
Book Fair Book Fair

(Dollars in thousands) Value Value Value Value
ASSETS
Cash and short-term investments. ... .......c.coveerenennn. $ 545,781 $ 545,781 § 314,347 $ 314,347
Investment SECULITIES . ..ottt e e et 2,564,583 2,567,434 2,340,963 2,342,320
Loans held-for-sale ...... ... .o i - - 137,950 137,950
Loans .o 7,312,027 6,906,246
Less: allowance forloanlosses ................coooin.et, (138,601) (141,463)

Loans, met ... oot 7,173,426 7,377,495 6,764,783 7,029,905
Interest rate SWaps ...t e 11,424 11,424 - -

Total financial assets. ... ...ttt $10,295,214 $10,502,134 $ 9,558,043 § 9,824,522
LIABILITIES
Deposits ... e $ 8,260,940 $ 8,284,730 §£ 7,447,372 § 7,465,829
Short-term borrowings . .........coovieviii i, 823,385 823,385 853,278 853,278
Long-termdebt......... . ... 287,214 301,451 269,437 273,449
Interest rate SWaps .. ........oiietii i - - 14,625 14,625

Total financial Habilities ........... ... ... ... ... .... $ 9,371,539 §$ 9,409,566 $ 8,584,712 $ 8,607,181

The following methods and assumptions were used to estimate the fair value disclosures for financial instruments as of
December 31, 2002 and 2001:

Cash and Short-Term Investments

The amounts reported in the balance sheet approximate the fair values of these assets..Short-term investments include
interest-bearing deposits in other banks and federal funds sold.

Investment Securities

Fair values of investment securities are based on quoted market prices.

Loans Held-for-Sale
Loans held-for-sale are at book value which approximates fair value.
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Loans

The fair value of loans is estimated using discounted cash flow analyses based on contractual repayment schedules and discount
rates which are believed to reflect current credit quality and other related factors. These factors provide for the effect of
interest over time, as well as losses expected over the life of the loan portfolio and recovery of other operating expenses.
Deposits

The fair value of demand deposits, savings accounts and money market deposits is the amount payable on demand at the
reporting date. The fair value of fixed-maturity certificates of deposit is estimated using a discounted cash flow calculation
that applies interest rates and remaining maturities for currently offered certificates of deposit.

Shore-Term Borrowings
The amounts reported in the balance sheet approximate the fair values because of the short duration of those instruments.

Long-Term Debt

The fair value of the long-term debt associated with the interest rate swap is based on quoted market prices. For all other
long-term debt, fair value is estimated by discounting the future cash flows using estimates of rates currently available to
Bankshares and its affiliates for debt with similar terms and remaining maturities.

Interest Rate Swaps
The fair value of existing agreements is based on quoted market prices.

Limitations

The valuation techniques employed above involve uncertainties and are affected by assumptions used and by judgments
regarding prepayments, credit risk, future loss experience, discount rates, cash flows and other factors. Therefore, derived
fair values cannot be substantiated by comparison to independent markets or to other financial institutions. The reported
fair values do not necessarily represent what Bankshares would realize in immediate sales or other dispositions. Changes in
assumptions could significantly affect the reported fair values.

18. DERIVATIVE INSTRUMENTS AND HEDGING ACTIVITIES

Bankshares maintains an overall interest rate risk management strategy that incorporates the use of derivative instruments

to minimize significant unplanned fluctuations in earnings that are caused by interest rate volatility. Derivative instruments
that are used as part of the interest rate risk management strategy have been restricted to interest rate swaps. Interest rate
swaps generally involve the exchange of fixed-rate and variable-rate interest payments between two parties, based on a com-
mon notional principal amount and maturity date. Bankshares has entered into interest rate swaps to convert fixed-rate loans
made to borrowers to floating-rate loans and convert its nonprepayable fixed-rate debt to floating-rate debt.

The fair value of derivative instruments was $11,424,000 at December 31, 2002, recorded in other assets, and
$14,625,000 at December 31, 2001, recorded in accrued expenses and other liabilities. For 2002 and 2001, Bankshares
recognized a net loss of $40,000 and $28,000, respectively, included in interest and fees on loans, which represented the
ineffective portion of the fair-value hedge of fixed-rate loans made to borrowers. The impact of the hedge decreased
interest income $151,000 and $68,000 in 2002 and 2001, respectively. The fair-value hedge of the nonprepayable fixed-
rate debt was 100% effective, and the impact of the hedge decreased interest expense $5,903,000 and $773,000 in 2002
and 2001, respectively.

19. INTANGIBLE ASSETS

The following table discloses the gross carrying amount and accumulated amortization of intangible assets subject to
amortization at December 31, 2002 and December 31, 2001:

December 31, 2002 December 31, 2001
Gross Gross
Carrying  Accumulated Net Carrying  Accumulated Net
(Dollars in thousands) Amount  Amortization Amount Amount  Amortization Amount
Deposit intangibles . ... L $13,846 §  (6,581) §$ 7,265 $13,846 % (4,899) § 8,947
Mortgage servicing rights............... 1,543 (1,282) 261 1,749 (1,406) 343
Other......oooi i 50 (46) 4 50 (21) 29
Total ..o $15,439 §$ (7,%0%9) § 7,530 $15,645 ¢ (6,326) $ 9,319

The aggregate amortization expense was $1,972,000 for the year ended December 31, 2002 and $2,082,000 for the year
ended December 31, 2001. The estimated aggregate amortization expense for each of the next five years is:
2003-$1,703,000; 2004-$1,584,000; 2005-$1,463,000; 2006-$1,463,000; 2007-$1,261,000.
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20. ACCOUNTING CHANGES

In June 2001, the Financial Accounting Standards Board issued Statement of Financial Accounting Standard (SFAS) No.
141, Business Combinations, and SFAS No. 142, Goodwill and Other Intangible Assets. SFAS No. 141 requires that the
purchase method of accounting be used for all business combinations initiated after June 30, 2001. Additionally, it further
clarifies the criteria for the initial recognition and measurement of intangible assets separate from goodwill. SFAS No. 142
is effective for fiscal years beginning after December 15, 2001 and prescribes the accounting for goodwill and intangible
assets subsequent to initial recognition. The provisions of SFAS No. 142 discontinue the amortization of goodwill and
intangible assets with indefinite lives. Instead, these assets will be subject to at least an annual impairment review, and
more frequently if certain impairment indicators are in evidence. SFAS No. 142 also requires that reporting units be
identified for the purpose of assessing potential future impairments of goodwill.

Mercantile Bankshares Corporation adopted SFAS No. 142 on January 1, 2002. In preparing for its adoption of SFAS
No. 142, the Corporation determined its reporting units and the amounts of goodwill and intangible assets to be allocated
to those reporting units. The Corporation determined that any reclassifications between goodwill and intangible assets or
any changes in the useful lives of intangible assets were unnecessary. Application of the nonamortization provisions of the
statement resulted in additional net income of $8.4 million for the year ended December 31, 2002.

SFAS No. 142 requires that goodwill be tested annually for impairment using a two-step process. The first step, which
the Corporation completed during the first half of 2002, is to identify a potential impairment. The second step, which the
Corporation completed by the end of 2002, measures the amount of the impairment loss, if any. No impairment charges
for goodwill impacted the 2002 financial statements.

The following table presents a reconciliation of reported net income and earnings per share to amounts adjusted to
exclude goodwill amortization, net of tax, for 2002, 2001 and 2000.

(Dollars in thousands, except per share data) 2002 2001 2000
NET INCOME

Reported ... $190,238 $181,295 $175,230
Add: goodwill amortization . ...t - 8,924 5,213
Adjusted .o $190,238 $190,219 $180,443
BASIC EARNINGS PER SHARE

Reeported ..o $2.74 $2.57 $2.53
Add: goodwill amortization ..........ve i e - 13 .08
Adjusted ..o $2.74 $2.70 $2.61
DILUTED EARNINGS PER SHARE

Reported .. o $2.72 $2.55 $2.51
Add: goodwill amortization........... . - A2 .08
AdJUStEd e $2.72 $2.67 $2.59
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21. MERCANTILE BANKSHARES CORPORATION {PARENT CORPORATION ONLY) FINANCIAL INFORMATION

BALANCE SHEETS
DECEMBER 31,
(Dollars in thousands, except per share data) 2002 2001
ASSETS
Cash o $ 3,950 3% 18,370
Interest-bearing deposits with bank affiliate .. ... . 37,000 52,000
Securities purchased under resale agreements with bank affiliate . ............... .. oL 128,769 114,751
Cash and cash equivalents ... ... . 169,719 185,121
Investment in bank affiHates . .. ... .. 1,315,369 1,198,950
Investment in bank-related affiliates. . . ...t 20,198 19,662
Loans and advances to affiliates . ... ... . 58,320 132,765
Investment securities available-for-sale .. ... .. .. . . .. 6,017 4,934
GoodWill, Met. . . e - 28,734
Ot A88EES. . e 89,183 3,389
Total, o $1,658,806 $1,573,555
LIABILITIES AND SHAREHOLDERS' EQUITY
Liabilities:
Commercial paper ... ... .. $ 258,768 § 244751
Accounts payable and other liabilities . .............. 17,280 31,898
Long-term debt. . ..o 58,400 66,700
Total Habilities o .ot e 334,448 343,349
Shareholders’ Equity:
Preferred stock, no par value; authorized 2,000,000 shares;
issued and outstanding—None
Common stock, $2 par value; authorized 130,000,000 shares;
issued 68,836,092 shares in 2002 and 69,775,710 shares in 2001 ...........co oo .. 137,672 139,551
Capital SUIPIUS . . ..ot 120,577 159,947
Retained earnings. . ... 1,010,248 904,479
Accumulated other comprehensive income (loss)........o.oiiiiiii i 55,861 26,229
Total shareholders’ equity........ ..o 1,324,358 1,230,206
JOtal. $1,658,806 $1,573,555
STATEMENT OF INCOME
(Dollars in thousands)
For the Years Ended December 31, 2002 2001 2000
INCOME
Dividends from bank affiliates. . ....... ... ... .. .. $134,838 $125,981 $125,701
Dividends from bank-related affiliates ......... ... ... ... ... ... 905 952 1,569
Interest on interest-bearing deposits with bank affiliate ............... ... .. 819 2,855 3,079
Interest on securities purchased under resale agreements with bank affiliate. .. 1,224 2,787 2,217
Interest on loans to affiliates . ... ... i i 2,383 5,598 8,523
L@ 11 91 g5 T oTele) s o= U 198 3,268 173
Total INCOME .. ..ot 140,367 141,441 141,262
EXPENSES
Interest on short-term borrowings ... 2,732 7,635 8,742
Interest on long-term debt. . ....oooi i 4,243 4,819 5,356
AMOTHIZAtION EXPEIISE ...ttt ettt e ettt e e e - 6,793 5,798
Ot her X PENSES . L o\ttt ettt e e e 2,269 982 5,546
TOtal EXPENSes ... 9,244 20,229 25,442
Income before income tax benefit and equity in
undistributed net income of affiliates . ............. ... ... ... 131,123 121,212 115,820
Income tax (benefit) .. ..ot e (310) 2,272 (292)
131,433 118,940 116,112
Equity in undistributed net income of:
Bank affiliates ... ... 58,269 61,589 58,411
Bank-related affiliates .. ... 536 766 707
NETINCOME . . . . i e $190,238 $181,295 $175,230
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21. MERCANTILE BANKSHARES CORPORATION (PARENT CORPORATION ONLY) FINANCIAL INFORMATION (cont.)

STATEMENT OF CASH FLOWS
Increase (decrease) in cash and cash equivalents (Dollars in thousands)
For the Years Ended December 31, 2002 2001 2000
CASH FLOWS FROM OPERATING ACTIVITIES:
N I OITIE « ettt e e et e e e e $190,238 $181,295 $175,230

Adjustments to reconcile net income to net cash provided
by operating activities:

Equity in undistributed net income of affiliates .................. .. ... (58,805) (62,355) (59,118)
AMOTEIZATION EXPEISE. .ottt it ettt et e e et e e et - 6,793 5,798
Investment securities @ains .......... ...t - (3,138) -
Net (increase) decrease in other assets .. .......coiviieiie i, (83,772) 799 (2,853)
Net increase (decrease) in liabilities:

Interest payable ........ .. .. - - (258)
ACCIUed ERPETISES. . o\ttt e et (582) (2,377) 3,568
Taxes payable .. ... o (15,065) 21,757 73
Net cash provided by operating activities .......................o... 32,014 142,774 122,440

CASH FLOWS FROM INVESTING ACTIVITIES:
Net (increase) decrease in loans to affiliates....................co it 74,445 (180) 1,215
Proceeds from sales of investment securities available-for-sale ................ 500 3,138 -
Purchases of investment securities available-for-sale .. ........................ (1,000) - (2,233)
[nvestment in affiliates . ........ ot - (150) -
Net cash used in investing activities .....................cooivnii... 73,945 2,808 (1,018)

CASH FLOWS FROM FINANCING ACTIVITIES:
Net increase in cOmmercial Paper. ... .o.ovnit ittt 14,017 46,806 23,706
Repayment of long-term debt........ .o i i (8,300) (8,300) (7,500)
Proceeds from issuance of Shares .......c.ovie o 8,784 7,396 7,137
Repurchase of common shares........ ... i (53,953) (65,572) (37,109)
Dividends paid .. ..o (81,909) (77,597) (70,641)
Net cash used in financing activities .............coooviiiiiiinoen.. (121,361) (97,267) (84,407)
Net increase (decrease) in cash and cash equivalents ......................... (15,402) 48,315 37,015
Cash and cash equivalents at beginning of year . ............ ... 185,121 136,806 99,791
Cash and cash equivalents at end of year ....... ... o i $169,719 $185,121 $136,806
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22. SUBSEQUENT EVENT

On March 13, 2003, Bankshares announced plans to acquire F&M Bancorp (F&M), a bank holding company headquar-
tered in Frederick, Maryland. F&M is the parent company to Farmers and Mechanics Bank and Home Federal and oper-
ates 48 banking offices in Frederick County and six contiguous counties. At December 31, 2002, F&M had $2.1 billion
in assets, $1.3 billion in loans and $1.6 billion in deposits. The merger, which is subject to regulatory and F&M share-
holder approval, is expected to be completed by the end of 2003.

The aggregate consideration that Bankshares will pay upon consummation of the merger has been fixed at approxi-
mately $123.5 million in cash and approximately 10.3 million shares of Bankshares common stock. These fixed pools of
consideration were determined based on: () an agreed upon initial valuation of F&M of $46.00 per share, (1) an
exchange ratio of 1.2831 based on such valuation and an agreed upon value of Bankshares common stock of $35.85 (the
average of the closing sales price of Bankshares common stock on the NASDAQ National Market System during the ten
consecutive trading-day period ended on the day prior to the date of the merger agreement), (iii) an aggregate of
10,740,357 shares of F&M common stock outstanding as of the date of the merger agreement, and (iv) an agreement to
fix 75% of such aggregate consideration in the form of Bankshares common stock and 25% in cash. These pools would
increase only if, and to the extent that, outstanding options to purchase shares of F&M common stock are exercised
between March 13, 2003 and the third calendar day immediately prior to the effective time of the merger. If all of such
outstanding options were exercised, the aggregate amount of consideration payable in the merger would increase to
approximately $130.7 million in cash and approximately 10.9 million shares of Bankshares common stock.

Under the terms of the merger agreement, each share of F&M common stock will be converted into either (i) an
amount in cash or (ii) an equivalent value in shares of Bankshares common stock. The value of the cash or Bankshares
common stock that an F&M shareholder will receive for each share of F&M common stock owned by it will be deter-
mined as of the end of the ten consecutive trading-day period ending on the third calendar day immediately prior to the
effective time of the merger, in accordance with a formula (including the calculation of a new exchange ratio) based on
the average of the closing sales price of Bankshares common stock on the NASDAQ National Market System during
such ten-day period. The formula is designed to provide that, regardless of whether an F&M shareholder elects to receive
cash or Bankshares common stock for each share of F&M common stock owned by it, the per-share value of such cash
or Bankshares common stock received will be equal as of such determination date. Such per-share value may be more or
less than the $46.00 initial valuation used to calculate the aggregate consideration to be paid upon consummation of the
merger, depending upon whether or not the average closing price of Bankshares common stock during such ten-day
period is more or less than $35.85.

Each F&M sharcholder may elect to receive all cash, all Bankshares common stock, or any mixture of Bankshares com-
mon stock and cash in exchange for the total number of shares of F&M common stock held by such shareholder. The
fixed pools of cash and stock consideration will be allocated among the F&M shareholders in accordance with their indi-
vidual elections; provided, however, that to the extent there is an oversubscription for either the cash pool or the stock
pool, the shareholders electing the oversubscribed pool will have their elections as to such pool reduced on a pro rata
basis and replaced by an equivalent value of consideration from the other pool. F&M shareholders who do not make any
election will receive all of their consideration from the pool that has not been oversubscribed.
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Five -Year Statistical Summary

YEARS ENDED DECEMBER 31,

(Dollars in thousands) 2002 2001 2000 1999 1998
AVERAGE BALANCE SKEET STATISTICS
Loans:
Commercial .......... .o $4,283,322 $3,978,335 $3,534,898 $3,094,713  $2,847,109
COonstruction ..........coeevuiiinninnnn.n.. 733,237 795,931 738,393 606,771 505,846
Residential real estate ...................... 1,072,297 1,059,798 950,531 874,947 903,516
CONSUIMET .« ot et e 999,988 998,792 945,810 800,936 748,294
Totalloans .......ooovnivein i, 7,088,844 6,832,856 6,169,632 5,377,367 5,004,765
Federal funds sold,etal ....................... 178,624 141, 245 29,434 15,762 185,204
Securities:
US. Government obligations ............... 2,089,004 1,705,543 1,628,477 1,807,264 1,668,632
States and political subdivisions............. 38,799 40,359 25,170 12,024 14,325
Other investments® ........................ 239,969 70,502 40,757 23,473 23,271
Total securities ..o ... 2,367,772 1,816,404 1,694,404 1,842,761 1,706,228
Total earning assets ................... $9,635,240 $8,790,505 §7,893,470 $7,235,890 $6,896,197
Deposits:
Noninterest-bearing deposits ............... $1,856,706 $1,618.838 $1,438,578 $1,334,282 $1,216,726
Savings deposits®* ....... ...l 2,936,197 2,471,674 2,345,808 2,375,075 2,264,295
Time deposits..........coooviiiiiiii. 2,839,507 2,958,158 2,412,468 2,186,868 2,233,948
Total deposits . ...oveviiii $7,632,410 $7,048,670 $6,196,854  $5,896,225 $5,714,969
Borrowed funds:
Short-term borrowings..................... $ 845,938 § 744907 § 860,241 § 594,106 $ 439,936
Long-term debt............................ 279,471 117,823 87,679 70,836 45,802
Total borrowed funds.................... $1,125,409 § 862,730 § 947,920 § 664,942 $ 485,738
AVERAGE RATES™**
Loans:
Commercial ........... ... i 6.51% 7.99% 9.14% 8.58% 9.04%
Construction «......vvure i 6.09 7.96 9.66 9.03 9.66
Residential real estate ...................... 7.30 7.94 7.98 7.96 8.41
@Fo)s 1110 oo 1~ 7.12 8.28 8.70 8.50 8.94
Totalloans ......oovviiin i 6.67 8.02 8.96 8.52 8.97
Federal funds sold, etal ....................... 2.92 4.38 6.31 4.95 5.32
Securities:
U.S. Government obligations ............... 4.67 5.48 5.67 5.65 591
States and political subdivisions . ............ 8.08 8.17 8.26 7.98 7.96
Orther investments® ........................ 5.63 7.47 7.97 8.97 8.83
Total securities . .........coovivrvvnnen.... 4.83 5.62 5.77 5.70 5.97
Composite rate earned ............... 6.15% 7.46% 8.26% 7.79% 8.13%
Deposits:
Savings deposits™* ... ... .87% 1.62% 2.06% 2.04% 2.50%
Time deposits. .....ovvuvriiiiiiiniin, 3.42 5.40 5.56 5.01 5.44
Total interest-bearing deposits ........... 2.12 3.68 3.83 3.46 3.96
Borrowed funds:
Short-term borrowings..................... 1.33 3.37 5.66 4.59 473
Long-term debt............................ 3.85 5.69 6.79 6.80 6.73
Total borrowed funds.................... 1.96 3.69 5.77 4.83 4.92
Composite rate paid.................. 2.10% 3.68% 3.64% 4.05%

* Includes interest-bearing deposits in other banks.

** Includes savings, checking plus interest and money market deposit accounts.

**+% Presented on a tax-equivalent basis,

4.16%
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(Dollars in thousands) 2002 2001 2000 1999 1998
RETURN ON EQUITY AND ASSETS
Average total assets ........... .ol $10,123,457 $9,227,202 $8,299,316 §7,628,660 $7,260,777
Average shareholders’ equity ................. $ 1,257,967 $1,197,058 $1,054,071 $ 971,837 § 967,325
Return on average total assets .............. 1.88% 1.96% 2.11% 2.07% 2.03%
Return on average shareholders’ equity . ... 15.12% 15.15% 16.62% 16.23% 15.21%
Average shareholders’ equity as a percent
of average total assets..................... 12.43% 12.97% 12.70% 12.74% 13.32%
Dividends paid per share as a percent
of basic net income per share ............. 43.1% 42.8% 40.3% 41.4% 42.0%
SCURCES OF INCOME
Commercial loans.................oooii.t. 37.7% 39.4% 41.3% 38.5% 38.1%
Construction loans . ...............coviunn... 5.9 7.9 9.2 7.9 7.3
Residential real estate loans. ................. 10.7 10.6 9.8 10.2 11.4
Consumer loans. .........c..cociiiiiiinnn, 9.8 10.4 10.7 10.0 10.1
Federal funds sold,etal..................... 7 8 2 N 1.5
SECUrItIes ..ttt e 15.5 12.6 12.5 15.4 15.2
Total interest income ................. 80.3 81.7 83.7 82.1 83.6
Investment and wealth management ........ 9.4 8.7 9.1 9.5 8.7
Otherincome............................. 10.3 9.6 72 8.4 77
Total income . ... 100.0% 100.0% 100.0% 100.0% 100.0%
MET INTEREST INCOME
(Tax Equivalent)
Interest earned:
LOams ...t e $473,120 $547,970 $552,548 $457,936 $449,044
Federal funds sold, etal.................. 5,213 6,190 1,857 781 9,851
Taxable securities........................ 111,111 98,732 95,625 104,144 100,726
Tax-exempt securities ................... 3,135 3,298 2,080 959 1,141
Total interest income ................. 592,579 656,190 652,110 563,820 560,762
Interest paid:
Savings deposits ........... oo 25,536 39,993 48,362 48,442 56,720
Time deposits . .......ooovviiiiiiiin. . 97,033 159,710 134,086 109,555 121,424
Total interest-bearing deposits......... 122,569 199,703 182,448 157,997 178,144
Short-term borrowings.................. 11,259 25,120 48,711 27,267 20,800
Long-term debt......................... 10,754 6,702 5,951 4,818 3,083
Total interest expense................. 144,582 231,525 237,110 190,082 202,027
Net interest income ............... $447,997 %424 ,665 $415,000 $373,738 $358,735
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Five -Year Selected Financial Data

YEARS ENDED DECEMBER 31,

(Dollars in thousands, except per share data) 2002 2001 2000 1999 1998
NET INTERESTINCOME. . ...........ootieenn.. $ 441,804 $ 418,241 $§ 409,385 $ 369,086 $ 353,365
NMETINCOME . ...ttt $ 190,238 $ 181,295 $ 175,230 $ 157,737 $ 147,128
NET INCOME PER SHARE OF COMMON STOCK
Basic ..o $2.74 $2.57 $2.53 $2.27 $2.05
Diluted.........ooo $2.72 $2.55 $2.51 $2.25 $2.04
TOTALASSETS ... $10,790,376  $9,928,786  $8,938,030 $7,895,024 $7,609,563
LONG-TERMDEBT. ....... ..o $ 287,214 $ 269,437 $ 92,5547 $ 82,683 § 40,934
PROVISION FOR LOAN LOSSES . ................... $ 16,378 $ 13,434 $ 17231 § 12,056 § 11,489
PER SHARE CASH DIVIDENDS
COMMOTN. .o $1.18 $1.10 $1.02 $.94 $.86
CASH DIVIDENDS DECLARED AND PAID
On commonstock. . ........................ $ 81,909 $ 77597 $ 70,641 $ 65,113 § 61,538
YEAR-ERD LOAN DATA
Commercial ...t $ 2,300,956 $2,228,750 $2,215,039  $1,984,358 $1,863,580
Commercial real estate. ..................... 2,016,307 1,819,268 1,409,987 1,220,100 1,072,188
COonStrUCtON &t vt e i 810,985 652,486 824,752 650,745 556,763
Residential real estate..............ccoonn 1,066,694 1,060,519 1,086,674 878,900 869,539
CONSUMET . .ottt 775,673 801,474 832,206 707,359 617,257
Home equity lines....................... ... 239,232 189,867 168,944 147,560 140,233
Lease financing ..., 102,180 153,882 155,692 123,108 75,907
Totalloans............................ 7,312,027 6,906,246 6,693,294 5,712,130 5,195,467
Less:
Allowance for loan losses................. {138,601) (141,463) (138,612) (117,997) (112,423)
Loans, Net. oo ovivrv i inenanss $ 7,173,426 $6,764,783  $6,554,682  $5,594,133  $5,083,044
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Five -Year Summary of Consolidated Income

YEARS ENDED DECEMBER 31,
(Dollars in thousands) 2002 2001 2000 1999 1998
INTEREST (NCOME
Interest and feeson loans...................... $468,298 $543,020 $547,942 $453,825 $ 444,519
Interest and dividends on securities............ 112,860 100,538 96,687 104,556 101,017
Other interest INCOME. .. .. ... oiveirinearann.s 5,228 6,208 1,866 787 9,856
Total interest income.................... 586,386 649,766 646,495 559,168 555,392
INTEREST EXPENSE
Interest on deposits ..o, 122,569 199,703 182,448 157,997 178,144
Interest on short-term borrowings............. 11,259 25,120 48,711 27,267 20,800
Interest on long-term debt.................... 10,754 6,702 5,951 4,818 3,083
Total interest expense ................... 144,582 231,525 237,110 190,082 202,027
NET INTERESTINCOME . . . ......... ... ..., 441,804 418,241 409,385 369,086 353,365
Provision for loan losses....................... 16,378 13,434 17,231 12,056 11,489
NEY INTEREST INCOME AFTER
PROVISION FOR LOANLOSSES ................... 425,426 404,807 392,154 357,030 341,876
NONINTEREST INCOME
Investment and wealth management ........... 68,435 69,331 69,850 65,036 58,018
Service charges on deposit accounts ........... 31,454 28,085 24,346 23,043 19,666
Otherincome ............. ... coiiiiiin.. 43,861 48,074 31,345 33,912 31,009
Total noninterest INCOME .........c...vnn. 143,750 145,490 125,541 121,991 108,693
NONINTEREST EXPEMSES
Salaries and employee benefits................. 163,310 152,405 139,369 134,332 130,570
Net occupancy and equipment expenses. ...... 40,368 38,448 34,607 32,959 30,486
Amortization of goodwill ............... ..., -~ 9,072 5,213 3,832 3,444
Other expenses ..., 68,930 64,034 64,316 59,297 54,505
Total noninterest exXpenses............... 272,608 263,959 243,505 230,420 219,005
Income before income taxes................... 296,568 286,338 274,190 248,601 231,564
Applicable income taxes....................... 106,330 105,043 98,960 90,864 84,436
METINCOME .. ... ... . . e, $190,238 $181,295 $175,230 $157,737 $147,128
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Principal Affiliates

EXECUTIVE OFFICERS

DIRECTORS

BALANCE SHEET (Dollars in thousands)

December 31, 2002

@9 Robert E. Henel Jr. George R. Benson Jr. ASSETS LIABILITIES AND EQUITY
President and Clarence A. Blackwell
MERCANTILE CChieif Exe]guig,(fﬁ?cer Ralph W. Crosby Catfh ang dllie S 11684 Total deposits $344,495
arolyn D. ar : . rorn banks , .
EHEQI%%AESEIS Execu}:ive Vice pm,'dm? g::ec: g fliel:xillt}err Jr. Short-term borrowings 34,090
Al Ernest R. Amadio L. ’ Earning assets 412,989 T
TRUST COMPANY Senior Vice President John K. Hopkins Other haglhtles and 947
i William J. Bush John R. Moses Allowance for accrued expenses
Main Strec?t and Senior Vice President Patricia A. Roche, Ph.D. loan losses (4202) 1 ong-term debt _
Church Circl g
ureh Sarce William A. Busik Harry A. Seymour Jr.
1?4?&?;131&21401 Senior Vice President Lawrence W. Ulvila Jr. Other assets 5,035  Shareholders’ equity 45,974
410-268-4285 Mary Jo Greenley ot libilities
entor Vice President Total assets $425,506 and equity $425,506
11 Offices Mildred L. Henry _—
108 E | Senior Vice President, Secretary Net i § 8497
mployees and Treasurer et income ,
Charteved in 1904 M. John Miller Jr.
Senior Vice President
Charles E. Ruch Jr.
Senior Vice President
Ann W. Shymansky
Senior Vice President
@@ Robert E. Dickerson R. Carol Campbell-Hansen ASSETS LIABILITIES AND EQUITY
President and Robert E. Dickerson
MERCANTILE DCII;WE“;?I“WIOJ?‘?@' David C. Doane Cafsh ang dlll(e ¢ 10214 Total deposits $265,491
. Brent Hurle 0 s ,
BALTIMORE TRUST ot Ve Prciont g; }1’:‘*‘:IH;f‘e_Y rom ban Short-term borrowings 17,329
COMPANY chard . Lewls i e
Ke[/%?;tziﬁr;t Graham Merrill C. Moore Earning assets 323,039 Other liabilities and
SOelixbe r\zﬁs‘: Church Street B. Philip Lynch Jr. JaX C Murray Allowance for accrued expenses 998
Y ’ Vice President and Cashier William O. Murray loan losses (3,856)  Long-term debt —
Delaware 19975 . g
John E. Willey Jr.
302-436-8236 Other assets 5,765  Shareholders’ equity 51,344
7 Offices Total liabilities
95 Employees Total assets $335,162 and equity $335,162
Charteved in 1903 Net income $ 6,573
Wesley E. Hughes Jr. Roy G. Hale ASSETS LIABELITIES AND EQUITY
@9 President and Wesley E. Hughes Jr.
MERCANTILE Chief I;xefDuE;G.Oﬁ?cer Evelyn Susan Hungerford Ca;h ang dlll{e s 507 Total deposits $188,334
ames F. DiMisa Tom banks 3, .
BANK OF L Vice President and ;:ven dRI:, I\gmz Short-term borrowings -
SOUTHERN Cashier vl:'ar S ;u kers Jr. Earning assets 217,096 Other liabilici 4
MARYLAND James M. Burke Robert J. Schic ther adlnes an, 430
304 Charles S Vice President John L. Spragu.e Allowance for accrucd expenses
X0 pk;mar es Street J. \‘Yay;;e ;Velsh J. Blacklock Wills Jr. loan losses (2.843)  Long-term debt _
’ ice President
Né;;ryglgr;dlé%%"ré Diane M. Kestler Other assets 3,515  Sharcholders’ equity 34,274
301-934- Chief Financial Officer Total liabilities
5 Offices Total assets $223,047 and equity §223,047
60 Employees
Net income

Charteved in 1909

60
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EXECUTIVE OFFICERS

DIRECTORS

BALANCE SHEET (Dollars in thousands)

December 31, 2002

Lloyd B. Harrison III Charles R. Bailey Jr. ASSETS LIABILITIES AND EQUITY
@9 President and Barbara J. Beers
MERCANTILE Chief Executive Officer Gordon E Bowen Cash and due Total deposits $212,281
CALVERT BANK AND Christine L wowis Lloyd B. Harrison III fombanks 8 3860 g ore-term borrowings 3715
TRUST COMPANY Dana M. Jones ;
Dongld M. Pgrsons Jr. Larry D. Kelley, RPh Earning assets 236,870 Other liabilities and
Calvert Village Senior Vice President . > d 749
Shopping Center Senior Credit Officer ;4;“’:9;: L“SbYJIH Allowance for accrued expenses
= Kathy A. Boyce ohn A. Ssimpson Jr. loan losses (2,758)  Lone- deb _
go BO); 39dO ick Vi{eyPre:ident Guffrie M. Smith Jr. ong-term debt
I\E‘r‘;fa née,gglfgy Leonard J. Clements W. David Sneade Other assets 4,450  Shareholders’ equity 27,677
—a Vice President L
410-286-5901 X Total liabilities
¢ o Kl;t‘b;flyd Pf F;;eland Total assets $244,422 and equity $244,422
ces 1ce f-restdent an reasurer I — S
Kevin M. Frere
70 Employees Vice President Net income $ 6,049
Chartered in 1963 J“g‘jthPT' ‘;\/IclMa:inus
ice Frestdent an
Assistant Corporate Secretary
Andrew E O’Mahoney
Vice President
Faye S. Shields
Vice President
Janice M. Lomax
Corporate Secretary
R. Raymond Tarrach Edward M. Athey ASSETS LIABILITIES AND EQUITY
@% President and Alton E. Darling Sr.
MERCANTILE ChiefExecu[x’ve Oﬁ?f” George H. Godfrey Ca;h ang dL]l(i 5 5 -84 Total deposits $167,875
THE CHESTERTOWN glagnce A-dH;ka; romm ban ’ Shott-term borrowings 3,604
BANK OF MARYLAND - Raymond larrac i 52 e
) Robert D. Willard Earning assets 197,852 Other liabilities and
2C]hl High Street Eugenia C. Wootton Allowance for accrued expenses 840
Male—;tl(::g\zrlléZO loan losses (3,032) Long-term debt -
410-778-2400 Other assets 6,055  Shareholders’ equity 34,340
8 Offces Total liabilities
62 Emplovees Total assets $206,659 and equity $206,659
Chartered in 1904 . -
Net income § 4,389
Peter W. Floeckher Jr. Larry P. Bormel ASSETS LIABILITIES AND EQUITY
@% President and William H. Carter Jr.
MERCANTILE Chief Executive Officer Charles E. Castle Jr. Cash and due Total deposits $678,792
Glenn L. Wilson : from bank: 22,263
THE CITIZENS Executive Vice President John N. Faigle i e * Short-term borrowings 44,830
NATIONAL BANK and Senior Credit Officer Peter W. Floeckher Jr. Earning assets 784,989 T
_ ) Joseph E Pipitone Martin L. Goozman ’ Other liabilities and
517 Main Street L ; Daniel H. Melvin accrued expenses 4,772
Laurel Executive Vice President Allowance for
? Community Banking, and ichele K. Ryan oan losses 10, _ _
l\’?::)erland 20707 s Y Michele K. R loan 1 0.747)  Long-term debt
- ecretary
351;1—?23'3190 Lori M. Kremer Other assets 21,483 Shareholders’ equity 89,594
30315 9;1%[3844 Sentor Vice President, Total liabilities
Baltimore: Banke Support Total assets $817,988 and equity $817,988
410-792-7626
18 Offices Net income $ 16,461
199 Employees
Chartered in 1890
7 S. Dell Foxx Thomas F. Bradlee ASSETS LIABILITIES AND EQUITY
% President and S. Dell Foxx
MERCANTILE RChz‘ef Exzu&t;e Igﬂfccr Samuel M. Gawthrop Jr. Caéh ang dlll{C s 10862 Total deposits $314,307
aymond W. Hamm Jr. om banks , .
COUNTY BANKING aymond W. Hamm J Ruth N. Graybeal ' Short-term borrowings 16,110
& TRUST B. Keith Webst Raymond W. Hamm Jr. oo asers 356,511
COMPANY }Sxeft:tiue Vife Pn:rrdem Harry E. Hammond & ' Other Labilities and
Howard D. McFadden . accrued expenses 1,218
123 North S Allowance for
1z Bor 1Ootreet G. Eugene Mackie loan losses (5.637)  Long-term debt -
o ox Franklin T. Williams III
Ma:lllnd 51921 Other assets 13,810  Shareholders’ equity 43,911
410-398-2600 Total liabilities
9 Of: Total assets $375,546 and equity $375,546
ces _— —_—
107 Employees Net income § 7,025
Chartered in 1908
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EXECUTIVE OFFICERS

DIRECTORS

BALANCE SHEET (Dollars in thousands)

December 31, 2002

&

Ted D. Duer
President and

Kelly B. Conklin
Gene H. Crockett

ASSETS

LIABSLITIES AND EQUITY

MERCANTILE Ehi{vll:'xigw:e Officer Jeffery L. Davis Cafsh ang due Total deposits $197,941
ulie M. Badger . tom bank $ 4,313
FARMERS & J Senior Vice p,eidem and M. Carter Davis Jr. e Short-term borrowin 5,864
John H. Duer II &
MERCHANTS BANK- Chief Financial Officer ) Earning assets 235,978 her liabiliti d
EASTERN SHORE Robert J. Bloxom Ted D. Duer Other 1:15)1 ities an 690
25975 Tankford Hich Senior Vice President and Croxton Gordon Allowance for accriied expenses
2 ]; 36230r ighway Senior Lending Officer W. Revell Lewis III loan losses (3.998)  Long-term debt -
Ol X Elizabeth A. Kerns Thomas J. Mapp Jr.
ey, Senior Vice President Robert L. Simpson Other assets 11,720 Shareholders’ equity 43,518
Virginia 23418 and Secretary Michael T. Tolb _— ) . _—
757-787-4111 ichael 1. Tolbert Toral liabilities
757-824-3052 C. A.Turner III Total assets $248,013 and equity $248,013
Richard W. Young = =
h
6 Offices Net income $ 3,738
73 Employees S
Chartered in 1909
C. Joseph Cunningham III C. Joseph Cunningham III ASSETS LIABELITIES AND EQUITY
@@ President and George W. Lapp Jr.
MERCANTILE Chief Executive Officer James A. Poland Cafsrh anﬂ due Total deposits $ 40,773
; om banks  § 1,648
THE FIDELITY BANK gEf‘;n&ft; Sméthu Short-term borrowings 970
avid W. Turnbu . -
]5:9 E:E)st Main Street Lynn H. Workmeister Farning assets 45,741 Other liabilities and
rostburg, accrued expenses 230
Maryland 21532 Allowance for
301-689-1111 loan losses {703)  Long-term debt -
301-722-2100 Other assets 953 Shareholders’ equity 5,666
3 Offices Total liabilities
23 Employees Total assets $ 47,639 and equity $ 47,639
Chartered in 1902 .
Net income $ 627
John A. Candela Martin A. Barle ASSETS LIABILITIES AND EQUITY
4
@§> Chairman of the Board Joseph E. Bell II
MERCANTILE William T. Sturgis Elmer J. Brown Cash and due Total deposits $330,138
President and from banks  § 10,417
THE FIRST Chicf Execntive Officer E(i‘_‘wa;\d CSI B(liu'lroughs Short-term borrowings 9,620
NATIONAL BANK Dan Kubican 'Lo r:l L‘ Dan ea Earning assets 378,854 yiher Liabiliti d
OF ST. MARY'S Senior Vice President and or - Jean ther mdl fes an 1.113
41615 Park Avenue Senior Loan Officer Zrancesf Eagan Allowance for accrued expenses ’
i Marilyn L. Jumalon eorge A. Ferguson loan losses (4,667)  Lone- -
EO. Bo;( 655 Senior Vice President, Roger D. Hill ong-term debt
Leonar town, Cashier and Secretary to Joseph E Mitchell Other assets 8,106  Shareholders’ equity 51,839
Maryland 20650 the Board William T. S . e ) _—
301-475-8081 Genevieve M. Hunt tliam 2. Sturgis Total Labilities
enevieve M. Hu Edmund W, Wettengel Total assets $392,710 and equity $392,710
6 Offices Senior Vice President —_— —_—
and Controller
97 Employees Linda P. Cross Net income $ 8,445
Chartered in 1903 Z’;"m{: ;“g;’;:ms
Paul E. Peak Henry S. Holloway ASSETS LIABILITIES AND EQUITY
@% President and Richard E. Kinard
MERCANTILE Chlz:f Elx;uxzﬁ Offtcer C. Ray Mann Cash and due Total deposits $272,613
Michael F. Allen from banks  $ 8,550
THE FOREST HILL Fcontive Viee President g:‘r‘ll)i-a P;::‘Rudol W Short-term borrowings 28,315
STATE BANK Russell R. Cullum R Edvward Schuel P Earning assets 325,046 ool
130 South Bond Street Executive Vice President ) ward Schueler Jr. ther 1ad1 fes any 1034
Maryland 21014 ]Farreg]] D Whiteford oan fosses (4:6%6) Long-term debe B
4Bi(l)t—i§118r_e§131 Other assets 8,965  Shareholders’ equity 35,903
410-879-1475 Total liabilities
7 Offices Total assets $337,865 and equity $337,865
98 Employees Net income

Chartered in 1913
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EXECUTIVE OFFICERS

DIRECTORS

BALANCE SHEET (Dollars in thousands)

December 31, 2002

5 J. Brian Gaeng W. Bert Anderson ASSETS LIABILITIES AND EQUITY
President and Marvin E. Ausherman
MERCANTILE DChft"{ A’i‘ﬂ;{iva Officer David P. Chapin Ca%sh anﬁ d]f(e  s0s Total deposits $224,595
FREDERICKTOWN g;:,'o, Viee p‘;ﬂ‘;:::n J. Brian Gaeng rom banks —§ 5, Short-term borrowings 7,485
BANK & . Bradley C. Guyton . -
Frederick S. Genau Jr. ichard 1 Earning assets 259,691 Other liabilici d
TRUST COMPANY Senior Vice President Ric _ar L. Kess ef e ladl e an 1,089
30 North Market Street Christopher A. Hesen Chrl'stopher T. Kline Allowance for accrued expenses ,
Erederick Senior Vice President David C. Meadows loan losses (3,753) Long-term debt _
Marvland 21701 Richard C. Marshall III Peter H. Plamondon Jr. .
3012662523 1 Senior Vice President Alfred P. Shockley Other assets 6,417  Shareholders’ equity 34,690
Susan K. Favorite Michael Smariga Total lLiabilities
7 Offices Vice President and Ticasurer Total assets $267,859 and equity $267,859
77 Employees Patricia M. Harris e —_—
Vice President .
Chartered in 1828 Sue A. Sheffler Net income § 4013
Vice President
Michael A. Ewing George R. Thompson Jr. ASSETS LIABILITIES AND EQUITY
President and Chairman of the Board
MERCANTILE Chief Executive Officer Donald R. Yowell Cash and due Total deposits $ 99,830
Kevin A. Lee Vice Chairman from banks $ 6,542 .
g‘:xzi’;% FRAJlS?NAL Senior Vice President Randolph S. E. Carter . Short-term borrowings -
Jerry D. Medlock Wm. Hunter deButts Jr. ~ Earningassets 102768 4 ypiniecong
COMPANY Senior Vice President . .
c M. Easth Michael A. Ewing Allowance for accrued expenses 347
8372 West Main Street g::it:r Vl‘c.e P?essideizn:nd Thomas B. Glascock loan losses (1,452) deb
P.O. Box 38 Chief Financial Offcer Richard C.Riemenschneider ’ ong-term debt -
Marshz_ﬂl, Carol C. Merewether Norris A. L. Royston Other assets 13,963 Shareholders’ equity 21,644
Virginia 20116 Vice President and Evelyn D. Trumbo RINT I
540-364-1555 c S Lewis S. Wile Total liabilities
orporate Secretary wis 5. wley Total assets $121,821 and equity $121,821

2 Offices
40 Employees
Chartered in 1905

Net income $ 1,876

MERCANTILE
MERCANTILE-SAFE
DEPOSIT AND
TRUST COMPANY
Two Hopkins Plaza
Baltimore,

Maryland 21201
410-237-5900

23 Offices
1,079 Employees
Chartered in 1864

Edward J. Kelly ITT
Chairman of the Board and
Chief Executive Officer

J. Marshall Reid
President and
Chief Operating Officer

Wallace Mathai-Davis
Chairman, Investment and
Wealth Management

Kenneth A. Bourne Jr.
Executive Vice President,
Banking Division

Deborah A. Kakaris
Executive Vice President,
Operations and Technology

Kevin A. McCreadie
Executive Vice President,
Chief Investment Qfficer,
Investment and Wealth
Management

David L. Meyer
Executive Vice President,
Chief Operating Officer,
Investment and Wealth
Management

John J. Pileggi
Executive Vice President,
Wealth Management and
Institutional Sales

Margaret M. V. Preston
Executive Vice President,
Private Wealth Management

Frank K. Turner Jr.
Executive Vice President,
Correspondent Banking

Terry L. Troupe
Chief Financial Officer

John L. Unger
Senior Vice President, General
Counsel and Secretary

Cynthia A. Archer

H. Furlong Baldwin
Richard O. Berndt
William R. Brody, M.D.
George L. Bunting Jr.
Darrell D. Friedman

Freeman A. Hrabowski III

Edward J. Kelly III
Robert A. Kinsley
Wallace Mathai-Davis
Morton B. Plant
Christian H. Poindexter
J. Marshall Reid
Clayton S. Rose

James L. Shea

Donald J. Shepard
Brian B. Topping

Director Emeritus

Calman J. Zamoiski Jr.

ASSETS LIABILITIES AND EQUITY
Cash and due Total deposits $3,095,130
from banks § 223,257 )
Short-term borrowings 603,889
Earning assets 4,093,811 Other liabilities and
Allowance for accrued expenses 50,020
loan losses {49,929)  Long-term debt 211,314
Other assets 158,110  Shareholders’ equity 464,896
Total liabilities
Total assets 84,425,249 and equity $ 4,425,249
Net income  § 69,374
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EXECUTIVE OFFICERS

DIRECTQORS

BALANCE SHEET (Dollars in thousands)

December 31, 2002

)

J. William Poole
Chairman of the Board

Leland L. Baker
John H. Chichester

ASSETS

LIABILITIES AND EQUITY

MERCANTILE Wi]li?:im B.dYoung John E Fick Ca;h ang die s 82 Total deposits $285,301
President i rom banks 255
THE NATIONAL Chiof Exenmtive Offcer Lewis W. Graves Short-term borrowings 14,418
ef ffi Ch
11 . arles A. McCormack . .
BANK OF William E. Milby willi E. Milb Earning assets 321,250 Other liabilities and
FREDERICKSBURG Executive Vice Prestdent tliam L. Miiby accrued expenses 2 604
2403 Fall Hill A and Cashier Gar?’ M. Nuckols Allowance for P ’
2408 Fal bl venue Stephanie A. Armstrong J. William Poole loan losses (3,449) Long-term debt _
redericksourg, Senior Vice President and William J. Vakos
Virginia 22401 Senior Thust Officer William B. Young Other assets 11,829 Shareholders’ equity 35,562
540-899-3200 hn B. Daniel I s -
Jo Sl - Total liabilities
8 Offices Serier g:ﬁkfn';”df”’y Total assets $337,885 and equity $337,885
93 Employees Marcia J. Hagwood )
Chartered in 1865 Senior Vice President, Net income 8§ 5,586
Marketing and Retail Services
Kevin M. Hopun
Senior Vice President and
Senior Credit Officer
Jeffrey F. Turner William E. Esham Jr. ASSETS LIABILITIES AND EQUITY
President and Frank B. Hanna Sr.
MERCANTILE Chief Executive Officer Henry H. Hanna III Cash and due Total deposits $604,803
Henry E. Tilman Jr. : from banks $ 22,568
PENINSULA Ex“z’ﬁve Vice p,eside-}”‘ Charles R. Jenkins Sr. " Short-term borrowings 25,294
BANK ; : John B. Long II .
Retail Banking s . Earning assets 689,700 R
. . William C. Mariner Other liabilities and
11738 Somerset Avenue E Winfield Trice i accrued expenses 3,116
PO, Box 219 Executive Vice President Hugh P. McLaughlin Jr. Allowance for *p !
e and Senior Loan Officer George A. Purnell loan losses (11,977} Long-term debt -
Nimciessd 2?;53 Deborah S. Abbott John B. Robins IV
4lary ari 24 Senior Vice President and E. Scott Tawes Other assets 50,580 Shareholders’ equity 117,658
0-651-2400 Regional Officer Casey 1. Todd Total liabilities
25 Offices Harry B. Gemmell Jeffrey E Turner Toral assets $750,871 and equity $750,871
937 Empl Senior Vice President and Robert B Twilley Jr St e _—
mployees Regional Officer ) :
Chartered in 1889 W. Thomas Mears Netincome  $ 13,666
Senior Vice President and -
Regional Officer
F. Dennis Parker
Senior Vice President and
Regional Officer
Michael R. Walsh
Sentor Vice President
and Secretary
Ronald L. Laws
Vice President
Patrick M. Bilbrough A. Curtis Andrew ASSETS LIABILITIES AND EQUITY
President and Patrick M. Bilbrough
MERCANTILE Chief Executive Officer Richard A. Edwards Cash and due Total deposits $ 84,500
; fi bank: 4,078
THE PEOPLES ?alges_li' EOII-; bbard rom banks § Short-term borrowings 9,655
BANK OF rederick L. Hubbar .
MARYLAND Randolph P. Moore Earning assets 101695 Other liabilities and
207 Masket Srect Jos.ePh D. Quinn Allowance for accrued expenses 383
I—Denton, Philip G. Yost loan losses (1,574)  Long-term debt _
Zq%ryi?’;dzélo%zg Other assets 2,980  Shareholders’ equity 12,551
~ Total liabilities
5 Offices Total assets $107,089 and equity $107,089
35 Employees
Net income

Chartered in 1919

MERCANTILE BANKSHARES CORPORATION AND AFFILIATES
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EXECUTIVE OFFICERS

DIRECTORS

BALANCE SHEET (Dollars in thousands)

December 31, 2002

&>

James J. Cromwell
Chairman of the Board

Stephen E. Chase
Jay Milton Clogg

ASSETS

LIABILITIES AND EQUITY

MERCANTILE Kenneth C. Cook Kenneth C. Cook Cafsh ang dlll(i S 17631 Total deposits $439,265
President and rom Dan s
POTOMAC C';f;regx;:me Officer J;mes _kICrEmwell Short-term borrowings 97,865
VALLEY BANK ruce ackey i 5 e
02 Russell A Agiifzel;.:lggi et Williamm C. Moyer Earning assets 561,910 Other liabilities and
s . D)
éaithexrxssls;r venue Finance Division Manager Charl'ene Nu.nley Allowance for accrued expenses 2,472
Marvland 2(%877 \V{'ﬁﬁ Corp&r;zti;ecretary C. Clifton Veirs IIT loan losses (6,935) Long-term debt _
< am W. West
301-963-7600 Executive Vice President and Other assets 8,200 Shareholders’ equity 41,204
8 Offices Joi’;efhg“g’:ﬁ 3:: Total liabilities
102 Employees Semior Vice President Total assets $580,806 and equity $580,806
Chartered in 1974 C. R. (Rick) Carder IV . i
Senior Vice President Net income $ 8,544
Gary L. Coffinan -
Senior Vice President
Arrel E. Godfrey
Senior Vice President
Jack Green
Senior Vice President
Roy Green
Senior Vice President
Brett Kaplowitz
Setior Vice President
Anne R. Kline
Senior Vice President
Eugenia M. Long
Senior Vice President
Patricia S. Oliphant
Senior Vice President
Joan Price
Senior Vice President
Ve William W. Duncan Jr. William W. Duncan Jr. ASSETS LIABILITIES AND EQUITY
% President and Pamela P. Gardner
MERCANTILE Chief Executive Officer Mary B. Hoff Cash and due Total deposits $148,177
Clifford L. Hilk from banks $ 6,790
ST. MICHAELS Senior Vice President and J. Brent Raugsll:]ey b Short-term borrowings 42,322
BANK Senior Loan QOfficer Norman M. Shannahan IIT Earning assets 207,149 s
R. Ivan Thamert Other liabilities and
%103 ']I;albo;OStreet John R.Valliant Allowance for accrued expenses 1,549
2O. Box
St. Michaels, Donald R.Young loan losses (4639 Long-term debt -
x%n:;igdfﬁ)i& Other assets 4,243 Sharcholders’ equity 21,495
Total liabilities
5 Offices Total assets $213,543 and equity $213,543
36 Employees
Chartered in 1890 Netincome  § 4,385
= Mark G. Pohlhaus Glenn S. Bair ASSETS LIABILITIES AND EQUITY
é President and David S. Bollinger
MERCANTILE Cl(]?hie{Ex[e_:{uthe Oﬁ‘?ce‘; David L. Brauning Ca;h ang dtllé s 13081 Total deposits $4438,817
arles H. Devaud Jr. : rom banl .
WESTMINSTER Executive Vice Pre:ident,J l'I)‘acrll:ieILS.I-IDUI?ny Short-term borrowings 15,620
UNION BANK Retail Banking/Operations ° - Dernng Earning assets 528126 e liabilid d
i M. Lynn Rill K. Wayne Loc.kard ther adl ties an 7 900
%;t]::;:::g:m Street Executive Vice President and John T. Maguire II Allowance for accrued expenses -
Maryland 21’157 Senior Loan Officer Mark. G. Pol.ﬂhaus loan losses (7,757) Long-term debt 17,500
410-848-9300 Samuel W, Taylot Marlin L. Rittase
woes Vice President and Ferdinand A. Ruppel Jr. Other assets 52,785  Shareholders’ equity 101,596
16 Offices Chief Financial Officer Robert T. S?Ott Total liabilities
170 Employees Ethan A. Seidel Total assets $586,435 and equity $586,435
Larry A.Van Sant Sr. —_— =
Chartered in 1898 ) _
Net income $ 9,572
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EXECUTIVE OFFICERS DIRECTORS BALANGCE SHEET (Dollars in thousands) December 31, 2002
Paul W. Parks John D. Long ASSETS LIABILITIES AND EQUITY
@g President and Paul W. Parks
MERCANTILE M’Chli:f Elxeswée chffe' J. Marshall Reid Ca{sh anlcji dL]:e ¢ 5527 Total deposits $ -
ichael S. Cordes rom banks 5 .
MERCANTILE Executive Vice President, John W. Renner* Short-term borrowings 210,000
MORTGAGE Multifamily Finance Earning assets 221301 Gyher liabilities and
CORPORATION John D. Long accrued expenses 5592
(a subsidiary of Senior Vice President, Construction Allowance for ’
Mercantile-Safe Deposit Lending loan losses (4,045) Long-term debt -
and Trust Company) Kevin J. Michno .
) President, Other assets 12,778  Shareholders’ equity 22,969
Two Hopkins Plaza Mercantile Mortgage LLC Total lizbilit
e 900 Joseph J. O"Brien Jr. Total 238,561 and equity | $238,561
Baltimore, Senior Vice President, Construction otal assets 35:’D and equity —_
Maryland 21201 Lending
410-347-8940 John M. Schwanky Net income $ 6,431
45 Emplovees Senior Vice President, Servicing
ploy Nancy Hauprich
Incorporated in 1972 Vice President, Construction
Lending
Timothy P. Reynolds
Vice President, Construction
Lending
Stewart P. McEntee Kenneth A. Bourne Jr. ASSETS LIABILITIES AND EQUITY
@@ Dresident Stewart P. McEntee
MERCANTILE Dennis W. Kreiner William T. Skinner Jr. Cafsh ang dl}l(e s 956 Total deposits § -
p r
MBC AGENCY, INC. wéﬂi: T. Skinner Jr. ? ]amfsgalbott I rom bame 7 Short-term borrowings -
Two Hopkins Plaza Vice President and Treasurer erry L. lroupe Earning assets 3,319 Other liabilities and
Baltimore, Al P accrued expenses 1,758
Maryland 21201 owarce for
410-347-8294 loan losses ~  Long-term debt -
Other assets 56  Shareholders’ equity 2,573
Total liabilities
Total assets $4,331 and equity $4,331
Net income $ 288
Ronald D. Mettam Dennis W. Kreiner ASSETS LIABILITIES AND EQUITY
@@ President Ronald D. Mettam
MERCANTILE W. Joseph Smith Jr. J. Marshall Reid Cafsrh ang dlll(e s . Total deposits $ -
Vice President i om banks
MBC REALTY, LLC Edith . Councilman Charles B. Siegmann Short-term borrowings 3,320
3 . err . Iroupe .
Two Hopkins Plaza Assistant Vice President Y P Earning assets " Other liabilities and
Baltimore, Edwin M. Donhauser Jr. Al & accrued expenses 1,064
Maryland 21201 Assistant Vice President owance 1or
410-237-5377 D§nnis W. Kreiner loan losses = Long-term debt -
ecretary
24 Employees William T. Skinner Jr. Other assets 21,397  Shareholders’ equity 17,090
Treasurer Total liabilities
Kimberly L. Talley Total assets $21,474 and equity §21,474
Assistant Treasurer —
Net income $ 1,124

* Manager of Operations of Columbia National Real Estate Finance LLC,
a subsidiary of Mercantile Morigage Corporation.
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Mercantile Bankshares Corporation

OFFICERS

Edwatd J. Kelly III
President and Chief
Executive Officer
Wallace Mathai-Davis
Chairman, Investment and
Wealth Management
Frank K. Turner Jr.
Executive Vice President
John L. Unger

Senior Vice President,
General Counsel and Secretary
Terry L. Troupe

Chief Financial Officer
and Treasurer

Robert W. Johnson
Senior Vice President

O. James Talbott II
Senior Vice President
Robert C. Smith
General Auditor
William T. Skinner Jr.
Controller

DIRECTORS

*°Cynthia A. Archer
Vice President of Marketing
and Development, Sunoco,
Inc., a wmajor oil refiner

1tH. Furlong Baldwin
Chairman of the Board of
Mercantile Bankshares
Corporation

tRichard O. Berndt
Managing Partner in the
law firm of Gallagher,
Evelius & Jones, LLP

° William R.Brody, M.D.
President of The Johns
Hopkins University

T*aGeorge L. Bunting Jt.
President and Chief
Executive Officer of
Bunting Management
Group, a private financial
management company

Darrell D. Friedman
President and Chief
Executive Officer of THE
ASSOCIATED: Jewish
Community Federation of
Baltimore

Freeman A.
Hrabowski III

President of University of
Maryland-Baltimore County

TEdward J. Kelly III
President and Chief
Executive Officer of
Mercantile Bankshares
Corporation and Chairman
of the Board and Chief
Executive Officer of
Mercantile-Safe Deposit
and Trust Company

TRobert A. Kinsley
Chairman of the Board and
Chief Executive Officer of
Kinsley Construction, Inc.,
a general and heavy
construction firm

Wallace Mathai-Davis
Chairman, Investment and
Wealth Management of
Mercantile Bankshares
Corporation and Mercantile-
Safe Deposit and Trust
Company

* Morton B. Plant
Vice Chairman of the
Board of Keywell
Corporation, a recycler
of stanless steel and high
temperature alloy scrap
metal

74 Christian H. Poindexter
Chairman of the Executive
Committee of the Board of
Constellation Energy Group,
Inc., a public utility holding
company

*aClayton S. Rose
Managing Partner of Logan
Pass Partners, LLC, a
private consulting and
investment firm

°James L. Shea

Managing Partner of the
law firm of Venable, Baetjer
and Howard, LLP

t2°Donald J. Shepard
Chairman of the Executive
Board and Chief
Executive Officer of
AEGON NV, Inc., a
holding company owning
insurance and insurance
related companies

DIRECTORS EMERITUS

Calman J. Zamoiski Jr.
Chairman of the Board of
Independent Distributors,
Incorporated, general whole-
sale distributors

Morris W. Offit
Founder and former
Chief Executive Officer of
OFFITBANK, a private
bank offering integrated

investment services

DIRECTOR CHANGES

In 2002, the Board lost the
services of Mary Junck, who
did not stand for reelection.

In February 2003, H.
Furlong Baldwin announced
his retirement effective

March 1. Edward J. Kelly III
will succeed him as Chair-
man of the Board of
Mercantile Bankshares
Corporation.

1+ Member of Executive

Committee

* Member of Audit
Committee

+ Member of Compensation
Committee

° Member of Nominating
Committee

Listing as of February 2003
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Corporate Information

CORPORATE PROFILE
Mercantile Bankshares Corporation
is a multibank holding company,
organized in 1969 under the laws of
Maryland. On January 1, 2003, its
principal affiliates were 20 locally
managed and directed community
banks.

The affiliated banks are engaged in
a general personal and corporate bank-
ing business. The Corporation’s largest
bank, Mercantile-Safe Deposit and
Trust Company, also provides a full
range of investment and wealth man-
agement services as well as specialized
corporate banking services. Mortgage
banking services are available through
the affiliate banks and through
Mercantile Mortgage Corporation, a
subsidiary of Mercantile-Safe Deposit
and Trust Company.

HEADQUARTERS

Two Hopkins Plaza, PO. Box 1477
Baltimore, Maryland 21203
410-237-5900

MERCANTILE BANKSHARES
CORPORATE COMMUNICATIONS

P.O.Box 1477
Baltimore, Maryland 21203
410-237-5971

MERCANTILE BANKSHARES
INVESTOR RELATIONS

P.O.Box 1477

Baltimore, Maryland 21203
410-347-8039
www.mercantile.com

ANNUAL MEETING OF SHAREHOLDERS
10:30 a.m., Wednesday,

April 30, 2003

Two Hopkins Plaza

Baltimore, Maryland

ANNUAL REPORT TO SECURITIES &
EXCHANGE CORMMISSION

Form 10-K will be furnished to
shareholders without charge upon
written request. Exhibits thereto
furnished upon payment of $3.00 per
set. Direct request to:

Mercantile Bankshares Corporation
PO.Box 1477

Baltimore, Maryland 21203
Attention: Corporate Secretary

STOCK INFORMATION

The common stock of Mercantile
Bankshares Corporation is traded on
the Nasdaq National Market under
the symbol MRBK.

DIVIDEND DISBURSING AGENT AND
TRANSFER AGENT FQR STOCK

American Stock Transfer &
Trust Company

For telephone inquiries:
800-937-5449

For written inquiries about
Mercantile Bankshares Corporation
stock, including questions about stock
certificates and changes of address:

American Stock Transfer &
Trust Company

Customer Service

59 Maiden Lane

New York, New York 10038

www.amstock.com

DIRECT DEPQSIT OF CASH DIVIDENDS
Shareholders of Mercantile Bankshares
Corporation common stock may have
their cash dividends deposited auto-
matically, on date of payment, to a
checking, savings or money market
account in a financial institution that
participates in an Automated Clearing
House.

Shareholders will receive confirma-
tion by mail from the Dividend
Disbursing Agent of the amount
deposited. Shareholders who wish to
enroll in the direct deposit service
should contact the Dividend Disburs-
ing Agent.

AUTOMATIC DIVIDEND REINVESTMENT AND
STOCK PURCHASE PLAN

Mercantile Bankshares Corporation
offers its registered shareholders a Plan
whereby they may automatically invest
their cash dividends in Mercantile
stock at a price that is 5% less than
the closing market price on the divi-
dend payment date. Plan participants
also may make additional cash pay-
ments to purchase stock through the
Plan at the same closing market price.
Mercantile Bankshares Corporation
absorbs all fees and transaction costs.

Shareholders who wish to enroll in
the Plan should contact the Corpora-
tion’s Transfer Agent:

American Stock Transfer &

Trust Company
Mercantile Bankshares Corporation
Dividend Reinvestment and Stock
Purchase Plan
59 Maiden Lane
New York, New York 10038
800-937-5449

ACCOUNTANTS
PricewaterhouseCoopers, LLP
250 West Pratt Street
Baltimore, Maryland 21201
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